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Accounting Methods of Colonial Merchants
in Virginia
By Albert F. Voke
It has been said that accounting methods represent “neither a
discovery nor the inspiration of a happy moment, but rather the
outcome of continued efforts to meet the necessities of trade.”
In order that one may more fully appreciate the accounting
methods employed by colonial merchants in the eighteenth cen
tury it might be desirable to restate the progress made in the
science up to that time and to indicate some of the peculiar
financial and commercial policies with which the merchants in
Virginia had to deal.
The sources of bookkeeping are lost in the mists of antiquity.
William Gordon of England, writing the Universal Accountant in
1787, suggests that the first accountants were the first consider
able merchants and that none have a fairer claim to precedence
in this matter than the merchants of Arabia, because it was from
intercourse with this ingenious people that the Egyptians de
rived their first notions of trade and consequently must have
obtained from them their first form of “accountantship”. This
in the natural way of trade was communicated to all the cities
of the Mediterranean. With the end of the dark ages Italy
became the commercial center of Europe, as she previously had
been the political, and by trade and exchange connected all the
countries and introduced her methods of keeping accounts.
Whatever its origin may have been, it suffices our purpose to
know that Luca Pacioli, an Italian, gave to the world the first
printed treatise on the subject. His book, “Everything about
arithmetic, geometry and proportion” (Summa de Arithmetica,
Geometria, Proportioni et Proportionality), was published in 1494,
for the purpose of summarizing the existing knowledge of mathe
matics. The scope of the work was extended, however, to give
“complete instruction in the ordering of business.” That part
of the book is entitled, “Of reckonings and writings” (De Com1
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putis et Scripturis), and is composed of thirty-six chapters.
Pacioli makes no claim to originality but explicitly says that he
followed the “method of Venice” which was in use by the mer
chants of that city. By the end of the sixteenth century the
Italian influence had become dominant in all European countries
of commercial importance. Whether the bookkeeper was in
Venice, Antwerp, Nuremburg or London, down to the smallest
detail the same methods prevailed. This uniformity is to be
accounted for not only on the basis of commercial relations but
partly because young men who intended to become merchants
went to Italy to acquire a knowledge of commerce which could
not be obtained to the same degree elsewhere.
The system then in almost universal use is fundamentally the
same as the double entry of our own day. Such changes as were
made up to the beginning of the eighteenth century—the eight
eenth century not being notable for improvements in the keeping
of books—pertain to the handling of stock, titles to ledger ac
counts, journal postings for closing entries and to the techni
calities of balancing. The saving of time or the reducing of
clerical labor seems not to have been greatly considered, for the
entries are far more elaborate than necessary and the writing
was done with a care that gives it the appearance of engraving.
To view the accounts of the early merchants is to marvel at the
slow, tedious and painstaking work that the keeping of such
records must have required.
The eighteenth century has been called the golden age of Virginia.
The work of the early settlers had been practically completed.
On the banks of the James, York, Rappahannock and Potomac
rivers were the large plantations that gave the color and charm
to colonial life. Merchants and factors were to be found living
in the infrequent towns, while small landowners were numerous.
The merchants from whom the colonists obtained the
supplies they required may be divided into three classes ac
cording to the nature of their activities: (1) The large planters
frequently shipped their tobacco directly to England or Scot
land to be sold for their account and in return ordered those
things that must be obtained abroad; (2) many of the English
and Scottish merchants shipped goods to be sold by factors
residing in the colony; (3) the last class consisted of merchants
who lived either permanently or temporarily in the colony and
conducted stores in their own behalf or jointly with merchants
2
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abroad. In many cases the local merchants were men born in
England and Scotland and trained in the commercial practices
of those countries, or if not born abroad they had become ac
quainted with the methods used as the result of association with
the representatives of trading firms. Usually the local merchants
had come to the colony as factors, and having obtained an insight
into the methods of conducting the trade and being tempted
by the profits to be made, set up in business for themselves.
The products exported from Virginia were pitch, tar, turpen
tine, plank, hogshead and barrel staves, shingles, wheat, flour,
corn, beef, pork, tallow, wax, butter and live stock. These the
colonists exported in part to the West Indies, bringing home in
return rum, sugar, molasses and cash. A small trade was also
maintained with the Madeiras, where wine might be obtained in
exchange. A considerable quantity of provisions was supplied
New England and the Bermudas in exchange for joiner work,
salt, spirits, iron work and some molasses. The larger part of
the export trade, however, was with the mother country.
The chief and staple product of the colony was tobacco. It was
always sought by merchants in exchange for goods because of the
profit to be made in its resale in Great Britain and other European
countries. The pre-eminent place of tobacco in the life of the
colony may be more fully realized when one considers that for
over a hundred and fifty years it was the customary medium of ex
change, and so common had the practice become that the assembly
found it necessary to pass laws requiring certain transactions to
be stated in terms of English money instead of pounds of tobacco.
This situation is perhaps the most outstanding example of a
civilized state using barter as the chief means of exchange.
The planters, after placing the tobacco in hogsheads, carried
them to the warehouses where they were inspected as to quality
and weighed by colonial inspectors. After the tobacco had been
received the inspectors delivered crop notes to the owners, in
dicating marks, numbers, weight and species. On the sale of the
tobacco to the merchants these notes were delivered to them.
Thus they passed from hand to hand without endorsement, the title
to the tobacco remaining with the possessor of the notes. Suit
able provision was made to protect the owner in case the notes
were lost or stolen. By law each hogshead was required to weigh
at least nine hundred and fifty pounds net but this was usually
exceeded, some weighing as much as eighteen hundred pounds.
3
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The heavier they were, however, the more advantageous it was to
the merchant, as by long custom four hogsheads were deemed a
ton for the calculation of freight regardless of what their weights
might be.
Money was scarce in Virginia during the colonial period and
the coins in use were obtained entirely from other countries.
The assembly, in 1710 and 1712, fixed by statute the rates at
which coin should pass as current money, and as amended in
1727 these continued in force until the revolution. These laws
stated the value of unmilled English coins and those of Mexico,
Peru, France, Arabia, Spain and Holland in terms of weight for
both gold and silver. English milled silver coins were current
at an advance of two pence in every shilling and the English
guinea at twenty-six shillings. Copper coins were current at
the same rates as in Great Britain. Below are the values in
terms of English money for the more common foreign coins as
stated by Campbell:
Pounds Shillings Pence

Spanish double doubloons.........................
Doubloons..................................................
Pistole.........................................................
Arabian chequin.........................................
Pieces of eight............................................
French crowns............................................
Dutch dollars..............................................

3
1
0
0
0
0
0

10
15
17
10
5
5
5

00
00
06
00
00
00
00

Bills of exchange played an important r61e in both the internal
and external trade of the colony. They usually arose from
balances owed the colonists by merchants living elsewhere, and
often passed through many hands before being presented for
acceptance and payment. In order that the drawing of worth
less bills might be discouraged a penalty of ten per cent. was added
in case the bill was dishonored. Par of exchange between Great
Britain and the colony was fixed, one hundred pounds sterling
being equivalent to one hundred and twenty-five pounds in
Virginia current money. Bills, however, sold from fifteen per
cent. below par to sixty-five per cent. above, depending on the
balance of trade.
One other type of money remains to be considered. In 1756,
the assembly passed an act to provide for the issuing of twentyfive thousand pounds of treasury notes in convenient denomi
nations, and these were to pass as lawful money. They bore
interest at five per cent. and were to be redeemed June 30, 1760.
4
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In 1757 another act provided for the calling in of the notes of
1756, and the issuing of eighty thousand pounds of non-interestbearing notes. Between 1756 and 1769 the colony authorized
notes in excess of three hundred thousand pounds although they
were not all outstanding at one time because of difference in
redemption dates.
The merchants’ opportunities for making profits were many.
Acting as factors, they were commonly employed either on a
salary or commission basis. Salaries ranged from fifty pounds
to one hundred pounds a year in addition to living costs. The
commissions were usually ten per cent. of the sales. Whether
or not the factor could engage in other activities was a matter
for personal arrangement, examples of both conditions being
numerous. Goods were sold both retail and wholesale, the selling
price being an advance of one hundred and fifty to over two
hundred per cent. on prime cost on retail sales, and from seventyfive to one hundred per cent. on wholesale. Commissions of
five per cent. were paid for the purchase of cargoes of tobacco and
other products for export. Commissions of five per cent. were
also paid on the sale of negro slaves consigned to the merchants,
with an additional five per cent. on remittance. This netted the
merchants seven and one-half or eight per cent. on the gross
sales. In addition they frequently collected the debts owed to
persons living elsewhere on which commissions of ten per cent.
were normally charged.
On the other hand the risks were very great. Goods were sold
on credit, terms of six months, a year and even eighteen months
being given, with the payment to be made in tobacco. Conse
quently the losses from bad debts were enormous and the time
required for collection long. A merchant writing to his brother
in 1759, said: “They (stores) commonly are endless—the debts
are so small and numerous that it requires posterity to finish a
concern”. There was no opportunity to inspect the goods
purchased abroad and these often were ill-fitted to the needs of
the merchants. Damage frequently resulted from storms at
sea and improper packing for which adjustments were difficult
to obtain. During many years of the eighteenth century war
was being waged between England and France so that ships were
liable to capture, causing both delay and loss to the merchants.
Insurance was used, it is true, but in times of greatest danger the
premiums would rise in excess of ten per cent. of the value of the
5
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cargo. Business was subject to violent fluctuations depending
on the one crop, tobacco. The value of this product determined
the purchasing power of the customers and their ability to make
payments. Again, there were the violent fluctuations of exchange
that made uncertain the amounts required to settle foreign debts.
Last, there was an ever-present risk for the merchants that
took tobacco in payment or purchased it on their own account
for resale in the mother country. While great profits were some
times made, great losses were often suffered.
On the whole the merchants were a prosperous class and profits
of one thousand pounds a year were not unusual. When it is
considered that the purchasing power of money was about seven
or eight times that of the present such profits seem very satis
factory indeed.
In considering the technical accounting methods employed, it
should be borne in mind that they differed with the types of
activities carried on, the information which the merchants de
sired and the time and attention devoted to accounting matters.
Here it is proposed to consider the accounting records of a mer
chant, trading for himself in a retail way, accepting either cash
or tobacco in payment, and shipping the tobacco received to
merchants in Great Britain.
The financial affairs of every merchant were controlled by
means of two distinct classes of books. The first, termed the
general books, would include: (1) waste book; (2) journal, or in
lieu of these two a day book, and (3) a ledger. The second class,
called the subsidiary books, consisted of: (1) letter book; (2)
invoice book, and (3) warehouse or tobacco book. If the extent
and variety of the business warranted it several other subsidiary
records such as cashbook, sales book and a book of expenses were
also kept. The nature and purpose of each of the records will
be briefly explained.
The waste book was the foundation on which the whole
superstructure of the accounts was raised, for in this book were
recorded the daily transactions as they occurred in point of time.
It opened with the inventory, showing the various types of assets
invested in the business and the debts due by the proprietor to
others. The difference was termed “nett stock”. Following
this the daily transactions were jotted down as they occurred.
All pertinent facts were indicated but transactions were not
expressed in terms of debit and credit. It is interesting to note
6
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the necessity for this book as expressed by John Mair in 1757:
"The filling up of the journal, being the nice and difficult part in
bookkeeping, cannot well be performed in the time of business,
but requires leisure and retirement, thought and deliberation.
Nor is it proper to leave the transactions of the day unrecorded
till the hours of business are over, for they may escape the memory
and be quite forgot, or at best breed confusion. It is needful
then, that a simple record go constantly on, keeping pace with
the occurrences of trade, containing a complete narrative of
everything transacted, out of which the journal may be made
up at leisure hours. After the journal is filled up and corrected,
the waste book is of little further use and probably on this
account it has got the name it bears.”
The journal was the book wherein the transactions recorded
in the waste book were prepared to be carried to the ledger by
having the proper debtors and creditors ascertained and indi
cated. The journal was the middle book, looking backward to
the waste book and forward to the ledger, being allied and related
to both. It was written with the greatest care to prevent errors
from being carried to the ledger.
The day book was often used in place of the waste book and
the journal. In addition to the inventory at the beginning of the
business, all transactions were stated chronologically, and in
such manner and with such detail as to make a complete record
that was capable of being posted directly to the ledger. It was
an attempt to abridge the work required by the other method
(form 1).
Tuesday, December 15, 1772

Mr. James Robinson
560

To 1 curry comb
To 60 yds. cotton @

2/
2/4

Form I: Day-book entry

The ledger was the principal book of accounts as it immedi
ately answered the end of bookkeeping. Here were collected the
several items bearing on each particular account, so placed
that the opposite parts of every account appeared on opposing
sides of the folio. Attention may be called to the origin of the
word ledger. It is contended by many that it comes from the
7
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Italian, and signifies art or dexterity, because in it the artificial
part of bookkeeping appears. Some choose to derive it from the
Dutch verb “legger” (to lie or continue in place) because the
ledger is lodged or lies in the counting house. Little need be
said as to the contents of the ledger. In it were kept all the
accounts with the various assets and liabilities, assets other than
receivables being only slightly classified. Usually one expense
account was sufficient. Profits were determined from merchan
dise accounts kept in a manner similar to the “old-fashioned”
merchandise account of the present day, as were the tobacco
accounts. In some cases, however, merchants kept separate
accounts according to the various classes of goods sold. If
ventures were made in the shipping of goods, accounts were set up
with each shipment and the profit and loss were determined. At
the close of the accounting period, commonly a year, the profits
and expenses were closed into a profit-and-loss account for the
determination of net profit, which was transferred to the “nett
stock” account. The balance account was not opened at the
end of every year by most of the merchants but only when it was
necessary to transfer the accounts to a new ledger (form 2).
Mr. Thomas Oxford—Culpepper

1761

Dr.

Nov. 10 To 1 gallon rum 5/, 2 one gallon jugs, 1 snuff box
2/6
To Bal. from Ledger A..........................................
1762
Jan. 18 To 1 pr. men’s shoes
Mar. 13 To 1 doz. fishhooks, 1 bottle snuff
July 30 To Inspecting Tobacco

Contra
1762
Sept.

By Ballance

Form 2: Ledger account

The letter book contained copies of all the letters of the business
which the merchant had occasion to transmit, in order that he
8
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might always be reminded of the orders that had been given and
the obligations incurred. Furthermore, it would permit another,
in the case of death or removal of the owner, to obtain with the
aid of the accounting records a complete insight into his affairs.
In the invoice book there were kept copies of the invoices
received, showing in detail the kind, number and value of the
goods as well as the duties, other charges and terms of payment.
In addition, this record contained the physical inventory of stock
on hand at the end of each year, showing nature of the goods,
quantity and unit price with the total extended. Its use was to
make the waste book less bulky and to permit the merchant to
have all information pertaining to purchases in one place. It was
not a book of original entry as the postings to the ledger for
purchases were made from the journal or day book.
The warehouse or tobacco book contained a list of all the to
bacco passing through the hands of the merchant. It was ruled
with columns for the date of the note, the time when received, the
folio of the ledger to which posted, the names on the notes if they
were transferred, the mark, number and weight of tobacco and
the disposition of the tobacco notes (form 3).
Crop tobacco on sundry warehouses for inspection—1790

When received

1790
October

Date of note

March

27

To whom payable Warehouse

Tho. B. Martin

Dixons

From whom received

Rowley Petty

How dis
Warehouse
Gross Tare Nett
posed of
Mk. and No.

T. B.

512

1188

106

1082 Humph
rey W.
Ansland

Form 3: Warehouse or tobacco book

The cashbook was used by merchants who had sufficient
transactions of that character to make such a record desirable.
There were also in use different types of sales records, especially
when it was desired to classify the sales to a considerable extent.
One of the most interesting devices of this kind was a record that
some of the English merchants required their factors to keep,
9
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showing not only the sale price but also the specific quantity of
every kind of merchandise sold in order that by comparing it with
the goods sent, the kind and value of the goods for which the
factor was responsible could be determined without a detailed
examination of the entire ledger. Furthermore, it was customary
for each merchant to place yearly in a small book that could be
carried in his pocket an alphabetical list of all those owing ac
counts to him and the amounts. This he kept with him, es
pecially on court days, in order that all possible collections might
be made.
The only formal financial statement that was prepared at the
end of the accounting period was one showing the assets, lia
bilities, the proprietorship at the beginning of the period and the
resulting profit or loss from operations. This statement followed
the present English practice of listing the liabilities and proprie
torship on the debit side with the assets on the credit side (form
4). With the exception of this statement, the ledger accounts
were relied upon almost exclusively to give such financial informa
tion as was desired. Factors submitted accounts current to
their principals and at times even a duplicate ledger was kept
to be sent to the concern in the home land. Many of the mer
chants, while maintaining double-entry records, did not include
property accounts in the ledger but preferred to determine profits
or losses by comparing the net worths at the end of two accounting
periods. In ascertaining net worth all possessions were taken
into consideration whether used in the business or not; and the
Dr.

State of this concern 1st October 1761
Tobacco

To amount of debts due by this concern
for goods and partners inputs
To amount of debts due in the country
Exchange at 50 p. ct. to be deducted

Virginia
currency

Sterling

3712-2-2
1456-14-7¼
485-11-6¼
971-3-1

To amount of tobacco ballances due by
this concern
Ballance

7892
18624
26516
4683-5-3
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Cr.

Contra

Virginia
currency

Tobacco

By amount of goods on hand p. inven
tory without charges
By tobacco on hand
By tobacco ballances due to this concern

Sterling
2390-

16724
9792

26516

By ballance of Tob° debts and on hand
18624 @ 11/
By amt. of debts due to this concern in
currency
100 p. ct. to make good and for
collecting

108-8-8

2691-3-3

1345-11-7½

By amt. of sterling ballances
By amt. household furniture, negroes,
horses
By lott with improvements, cost 238-17
at 50 p. ct. exchange
By Ballance

1345-11-7½
84-10-9½

103-1-4
159-4-8
492-8-2
4683-5-3

Form 4: Financial statement

desirable, conservative practice was to value accounts receiv
able at one-half of the book amount to make allowance for
exchange and the loss from worthless accounts.

In the foregoing pages an endeavor has been made to point out
the salient features of the accounting methods used by the colonial
merchants of Virginia during the eighteenth century. They
indicate complete bookkeeping in its simple form, but modified
to meet the conditions that were prevalent in the colony at that
time. There was less dependence on financial records because the
concerns were small. The merchants could, however, determine
from their books what was owed them and by whom; how much
they owed and to whom; the profit or loss from the various
activities carried on, and the property owned by them. This
information appears to have been sufficient for their needs. It
seems assured that as business progresses, accounting will keep
pace with methods by which the necessary financial knowledge
may be ascertained.
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Consolidated Balance-sheets and Contingent
Liabilities*
By Walter M. LeClear

There has been a great deal of discussion among accountants
with regard to the question, “When should the accountant insist
on preparing consolidated balance-sheets?”
It is not my intention to dwell on the income-tax features of
consolidated returns, but I shall briefly discuss that phase of the
case because the conclusions reached by the treasury department
and the decisions by the board of tax appeals are entitled to be
given considerable weight by the accountant in the preparation of
consolidated statements for other than income-tax purposes.
The 1917 act contained nothing about consolidations, but the
treasury department under that act promulgated regulations
which, before consolidated returns would be permitted or demand
ed, required the substantial ownership or control of one organiza
tion by another, or the substantial ownership or control of two or
more organizations by the same interests, and further required
that the two or more organizations be engaged in the same or sim
ilar businesses. The 1918 and 1921 acts contained provisions
similar to the regulations under the 1917 act but eliminated the
question of the same or similar businesses and limited consolida
tions to corporations. The 1924 and 1926 acts ignore control and
require an ownership of 95 per cent. or more of the outstanding
voting stock. For consolidations subsequent to 1925 there must
be an ownership of 95 per cent. of all the stock except “ non-voting
stock which is limited and preferred as to dividends”.
Had the earlier acts used a fixed percentage in place of the word
“substantial”, a great many controversies with the government
would have been avoided because the word “substantial” is far
from being definite. On the other hand, however, I believe that
the arbitrary requirement of 95 per cent. in the 1924 and 1926 acts
is too high a rate for universal application.
The commissioner of internal revenue at one time took the posi
tion that all consolidated returns under the 1917, 1918 and 1921
acts wherein an ownership of less than 95 per cent. existed should
be rejected; in other words, he interpreted the word “substantial”
as used in the revenue act to mean 95 per cent. The board of tax
*Address delivered at a joint meeting of the Illinois Society of Certified Public Accountants
and the Chicago chapter of the Robert Morris Associates, Chicago, April 15,1926 .
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appeals has, however, repeatedly held that the commissioner’s
interpretation was erroneous and that each case must be consid
ered on its merits, and in several cases has approved consolidated
returns where the ownership was slightly over 50 per cent. On
the other hand, under a different set of facts the board has rejected
consolidations where the ownership was as high as 80 per cent.
I am firmly of the opinion that the board is correct and has
taken a much more practical view of the subject than has the com
missioner or is intended by the 1924 and 1926 acts.
I believe that it is impossible to prescribe a definite rule and
that there should be a fixed percentage representing a deadline
beyond or below which a consolidated balance-sheet shall or shall
not be prepared. All the factors should be taken into consider
ation before the question is determined, and they may be classi
fied as follows:
1. Percentage of direct ownership of voting stock.
2. Degree of control of voting stock not directly owned—that
is, ownership by the same interests.
3. Degree of control through management (including inter
locking directorates).
4. Operation of companies as a single business unit or enter
prise.
5. Inter-company sales at other than regular prices.
6. Ownership of preferred stock or bonds, and other methods
of inter-company financing.
7. Other inter-company transactions.
In so far as it is possible to indicate fixed percentages, the fol
lowing may serve as a useful guide:
1. Where there is a direct ownership of 95 per cent. or more, a
consolidated balance-sheet should be prepared.
2. Where there is a direct ownership of less than 95 per cent. but
more than 75 per cent, the presumption should be affirmative and
unless there are very definite reasons to the contrary a consoli
dated balance-sheet should be prepared.
3. Where the direct ownership is less than 75 per cent. but more
than 50 per cent. the presumption is negative. Where the direct
ownership is over 50 per cent. and a consolidated balance-sheet is
not prepared the value of the investment should be adjusted so
that it will represent the cost plus earnings less the dividends of
the issuing company.
13
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4. In cases where there is stock ownership and a consolidated
balance-sheet is not prepared, the bills and accounts receivable
should be segregated to show the amount due from the company
or companies in which there is stock ownership and a similar
segregation should be made of the item of investments. Such
segregations should apply in many cases where there is much less
than a 50 per cent. ownership.
Some years ago as representative an organization as the Ana
conda Copper Company adopted the policy of preparing consoli
dated statements which included all subsidiaries in which it held
an ownership of 75 per cent. or more. In other instances
agreements concerning note or other security issues by subsidiary
companies frequently require consolidated statements where there
is an ownership of 75 per cent. or more.
FEDERAL INCOME TAXES FOR PRIOR YEARS

Another matter of current discussion among accountants is the
question, “How should federal income taxes for prior years which
are unsettled be shown on the balance-sheet and how should the
accountant ascertain what the situation may be?”
This question is of much greater importance in considering the
years of the high taxes applicable prior to 1922 than subsequent
years, because in most cases it is not a very difficult matter for
the accountant to satisfy himself as to the liability for the latter
years, whereas the liability for years prior to 1922 is not always so
easily determined.
There are a large number of cases, with years prior to 1922
involved, still pending in the bureau of internal revenue and in a
great many of these cases it is quite impossible even to venture a
guess as to how the case may finally terminate. Take a case, for
example, wherein the department has made an examination and
has indicated that additional taxes of $100,000 will be assessed for
the years 1918-1919 and 1920, and the taxpayer, having been
unable to convince the department which has made the examina
tion that such additional taxes are erroneous, has requested that
the case be referred to the special assessment section for deter
mination of the tax under the relief sections 327 and 328 (and that
is where a great many of the old cases are now pending). This
section first determines whether or not there are any abnormalities
with regard to either invested capital or income which justify the
taxpayer in asking for relief. If it so determines, the next step is
14
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to compare the rate of excess- or war-profits tax with the rates
paid by representative concerns similarly situated. It is therefore
very easy to see that the accountant, or for that matter any one
other than a fortune teller, has quite a job even to venture a
guess at the final conclusion.
It seems to me that the accountant might proceed along the
following lines: Obtain the tax file of the organization and ascer
tain what years have been examined and what years have been
settled. Any years which have been examined but are unsettled
should be covered by a department letter and if this letter indi
cates additional taxes which the taxpayer denies and the probable
outcome of which is not plainly apparent, a statement should be
made on the balance-sheet to the following effect: “An investiga
tion by the bureau of internal revenue for the years 1918 to 1921,
inclusive, indicates that additional income and profits taxes
amounting to $100,000 will be levied; the company, however, has
requested that the case be referred to the special assessment sec
tion for determination. It is impossible to forecast the final con
clusion.” Again, the case may be pending before the board of
tax appeals. In any event, where additional taxes are indicated
but the final result is uncertain the situation should be explained
by means of a footnote on the balance-sheet.
PURCHASE COMMITMENTS

There has been considerable discussion about purchase commit
ments and when they should be mentioned on the balance-sheets
of manufacturing and merchandising concerns. It appears that
in ordinary circumstances and when a concern has approxi
mately the usual amount of purchase contracts outstanding it is
not necessary to make any comment, as all businesses are pre
sumed to have arranged for raw materials to the extent necessary
to carry on the business.
However, where a concern has placed firm contracts for more
than its ordinary requirements or where the material purchased is
subject to severe market fluctuations and the market has declined,
some mention of the facts should be made by way of a memoran
dum at the foot of the balance-sheet and in some cases a reserve
should actually be set up on the books.
The question of purchase commitments is very closely allied to
the question of material in transit. Should such material be
included in the inventory and accounts payable, or is no mention
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necessary? Here again it would appear that in ordinary cir
cumstances no mention is necessary unless unusually large orders
which have been purchased f.o.b. shipping point have been
shipped, otherwise shipments should fall in and be governed
by the comments which have been made with regard to purchase
commitments.
It goes without saying that where it can be done, the balancesheet and other statements should be self-explanatory but unfor
tunately this is not always possible. The accountant tries to
submit his statements in a self-explanatory and practical manner
and, when this is not possible, explanations are included in the
certificate or the report which accompanies the statements. The
credit man or the banker must read all such comments in order to
be fully informed.
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Auditing Counties in Texas*
By George Armistead
We make the mistake, most of us who take an interest in public
affairs, of harboring a vast concern about who is to be our United
States senator, our congressman or our governor, and concerning
ourselves little about the constable, the justice of the peace,
the county commissioner and the county judge. We forget how
much power and discretion rest in the hands of the officers of the
petty court and how much they have to do with life, liberty and
the pursuit of happiness. We overlook the importance of the
taxing and administrative powers which we biennially place in
the hands of commissioners’ courts, upon the exercise of which
our immediate public welfare depends more than upon all the
rest of the administrative structure—local, state and national.
This may be fairly said of the average citizen, and we whose
occupation is the auditing of accounts are no exception to the
rule. It can be said of us just as it can be said of others that
our best talent holds itself aloof from the public business with a
cheap and unbecoming snobbery, with much to say about
“politics,” and professing to believe that all government is
tainted with political intrigue. The result is that the public
service suffers and important public work is abandoned to the
unaccredited and therefore usually unskilful craftsman.
The time has come—indeed it has long since arrived—when the
reputable accountancy profession, if it is to do its public duty,
must give more attention to public finance and must interest
itself in the auditorial engagements which this highly important
branch of the public service increasingly demands. The term
“public finance,” be it said, includes all the means, processes and
procedure related to the creation by taxation or otherwise of all
public funds and the expenditure thereof in the course of main
taining public institutions and conducting the public business.
Since it is impossible in one discussion to cover the entire
field of public finance, these remarks will be confined to county
finances, school funds and the auditing of school districts and
counties, particularly the latter. These, as a matter of fact, have
long stood most in need of intelligent and honest service on the
*An address delivered at the annual meeting of the Texas Society of Certified Public
Accountants at Dallas, Texas.
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part of the professional auditor called in from time to time to
review their finances, and it is my opinion that on the average
for the time and money expended they have received the poorest
sort of service. The numerous reports of so-called audits to be
found in the court houses of Texas are mute evidence that this
statement is true.
All who are familiar with county finances will, I think, readily
admit that county examinations in the great majority of instances
are much more a work of auditing than accounting. In a certain
sense our Texas county accounting practice, that is to say the
books and forms, may be regarded as uniform; in another sense
quite the reverse, but the variations can hardly be regarded as
creating accounting difficulties. The laws of Texas have not up
to this time prescribed forms further than in some instances to
name the essentials of the record to be set down in a certain book
for a certain purpose, so that while a small county may use for
its treasurer’s funds what the printing houses call a stock
form, a large county may amplify its accounting system and use
books specially designed. Not a few specially designed systems
have been tried from time to time in both large and small
counties, usually at the suggestion of a professional auditor, but
these have tended to the increase of detail and, necessarily, an in
crease of work to which officers often have demurred because they
are not required by law to perform it. The result has been usually
that the older and simpler records were resumed. Perhaps in
the larger counties there is justification and practical use for the
double-entry equilibrium and the setting up of capital-asset
accounts, invested capital and surplus or deficit accounts, and in
counties which have the services of a staff auditor and an engineer
ing department these may be said to serve a useful purpose. In
any case the circumstance that a county’s accounts stand in one
form or in another has very little to do with the work of an au
ditor who understands his office and means to address himself to
the essential facts.
It is too well known to deserve mention that Texas is without
any state or centralized supervision of county and municipal
finance. To be sure, there are certain legal requirements in the
matter of having bond issues approved by the attorney-general
and signed by the comptroller of public accounts, and also there
is an annual report to the state required of all county and city
treasurers concerning the status of outstanding bond issues and
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their sinking funds, as well as an annual report upon school funds
to the department of education. The usefulness of either of these
is doubtful, the report on outstanding bond issues in particular.
The officers who regard them seriously may send them in; those
who do not so regard them may fear no penalties. County
depositories may be scandalously delinquent with their school
fund reports; they may even fail or refuse to keep the school
accounts as required by the department; sinking funds reported
by treasurers may be scandalously deficient or excessive—no
agency of government calls anyone to account, no one appears
to have either the desire or the authority to do so. So if anyone
feels that he may lean upon the state and expect the exercise of
this function of supervision or reasonable care he may dispel the
illusion, for with respect to their finances counties and munici
palities are independent establishments de facto, and are, de jure,
subject only to the general provisions of the constitution and the
laws from time to time enacted thereunder relating to and limit
ing taxation, expenditure and the creation of the public debt.
In more than a few ways the pathway of public administration
runs from cause to effect and from theory to practice. Hear the
words of section 1 of article I of the constitution of Texas:
“Texas is a free and independent state, subject only to the constitution
of the United States; and the maintenance of our free institutions and the
perpetuity of the union depend upon the preservation of the right of local
self-government unimpaired to all the states.”

There is the barrier which stands between local maladmin
istration and blundering on the one hand and bureaucratic
state supervision and control on the other. If the principle is
good as between the members of the national family it is good for
their children as well. Doubtless from the very beginning of
our state government, and certainly from the adoption of the
constitution of 1876 under which we now live, county finances
have had the consideration of our legislatures, and the consti
tution itself and the legislation which followed it both bear
witness to the efforts made to provide, in pursuance of local selfgovernment, effective rules for administering county finances in
the simplest possible form. Local self-government is one of two
divergent ideas which plagued the deliberations of the founders
of this republic. It finally prevailed, and despite our moods of
pessimism prevails even unto this day. It was thought to have
been extinguished in the shambles of a four-year civil war, but it
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still lives. It thrives as robustly in the once federalistic north as
in our beloved south.
Yet there are some things, speaking generally and entirely with
regard to finance, of which local authority makes a mess. Local
authority now levies too much tax and again not enough; local
authority fails to provide for its funded debt; fails to report its
obligations; commits in quite a human way a multitude of sins
both of omission and commission, and is, to say truth, times
without number outrageously imposed upon. So also is the
larger governing unit, the state, a sufferer from such troubles,
and if we are to believe current news bureau administration at
the state capital fails of desired results in much the same fashion
as in the county. The chief impulse toward centralized super
vision arises from the fact that there are no effective means of com
pelling uniform procedure and a proper observance of the limits
set by law upon local administration.
In the course of the past fifty years, and beginning with the
granting of local taxing powers by the constitution, there has
been written into the Texas statutes a mass of law relating to
and regulating county and municipal finances and prescribing the
duties and to a great extent the actual procedure which shall be
followed by the various officers having to do with public funds.
Added to and affecting these laws are many decisions of the courts,
some of which have measurably altered the laws from their origi
nal import, while other decisions have completely set them aside.
Not the least of these is the fee law, the applications of which have
been subjects of controversy and litigation from time immemorial,
and the text of which undergoes some change by each succeeding
legislature. This mass of regulation is further increased by
various rulings of the attorney-general, and these rulings usually
serve as law until reversed by a court of competent jurisdic
tion. But all these laws, decisions and rulings are for useful and
proper purposes and they fix the procedure in public finance as
long as they are the laws; therefore the propriety of no transac
tion can be determined except by measuring it by these several
forms of existing law. This being true, it ought to be self-evident
that the examination of county finances is not a work lightly to
be considered, and let it be said that no man who is without a
knowledge of fiscal laws bearing upon county and municipal
finances should undertake a public examination or be trusted
with one in any circumstances.
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This brings us to the point of this discourse. What are the
duties of an auditor who is employed to examine and report upon
the finances and the financial transactions of a Texas county?
The same question may be considered equally applicable to a city
or a school district. The commissioners’ court or other governing
body has contracted with ah accountant to make an audit of its
finances to cover a period of, say, two years. It may have done so
as a matter of custom, or it may have done so because of the pres
sure of public opinion. We will say also that being an ethical
practitioner the accountant has done no improper thing in order
to obtain the engagement and that he goes into it unfettered. If
the action of the court or the council has been moved by the usual
considerations the accountant has been employed to perform a
vague, indefinite thing known as making an audit—vague and
indefinite in that the detail of the things he should do is not
specified. He is accepted as an expert, his fitness is presumed,
and these people acting in good faith expect him to know what to
do. If they suspect wrong-doing, it is at the ratio of one to ten
that they do not know where it is. And it may be, as it fre
quently is, that they desire simply to know where their finances
stand and how they have reached that position. If the auditor is
a trustworthy person he will be conscious of his responsibility.
Now then, what is he going to do?
By way of avoiding unnecessary length, let us put aside with
out discussion those details of an examination which all examining
auditors may reasonably be expected to observe. We will assume
that the auditor will take care (a) that all recorded expenditures
are properly supported by warrants drawn in accordance with
approvals by the commissioners’ court, properly entered on the
regular minutes of the court or on the minutes of accounts allowed,
and likewise supported by canceled cheques of the county treasurer
drawn on the county depository as required by law; (b) that re
concilement of accounts will be made between the treasurer’s
books and those of the depository in proper form for every fund,
and that the reconcilement will be written up in each instance on
a page of the treasurer’s book as a permanent record; (c) that an
audit will be made to ascertain whether depository interest has
been fully and correctly collected or not; (d) that the accounts of
the sheriff, clerks of court, justices of the peace and all or any
accounts relating to fines, forfeitures and convict bonds are
checked and proven, and an account with each such officer cast up
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and stated in the auditor's report, all with due regard to the maxima
named in the laws governing fees of office. Having disposed of
these, let us now consider the more important features of the audit.
TAXATION

Because the receipt of money should and generally does precede
the spending of it, and because the bulk of the county’s current
funds arises from taxation, it will be well to consider that subject
first. The first question is: What are the rates making up the
sum of the tax levy of each year? and the next question is: Are
these rates within the limits prescribed by law?
In the granting of the local taxing power, the constitution
provides for the levy of taxes not to exceed specified limits, and for
the creation of certain funds for certain purposes, and in accord
ance therewith the statutes confer the taxing power for county
purposes on the commissioners’ court and fix the classification of
funds, three in number, within the following limits:
(1) The jury fund, not to exceed 10 cents per $100 valuation in
any year;
(2) The road and bridge fund, not to exceed 15 cents per $100
valuation in any year, except that by referendum it may be raised
to a total not exceeding 30 cents per $100 valuation in any year.
(3) The general fund, not to exceed 25 cents per $100 valuation
in any year.
These three funds are permanent and are the ones by which the
regular operations of county administration and the public
service are maintained. All other funds are special and more or
less transitory.
One other fund provided for in the constitution and statutes is
the building and permanent improvement fund, which may not
have a levy in excess of 25 cents per $100 valuation in any year,
but this also is special and is restricted to the purposes of con
structing permanent improvements.
A county may and usually does have a number of special funds,
and the only ones of these having to do with local taxation are the
interest and sinking funds, which are limited by law only to such
a rate as may be necessary to produce sums sufficient to pay the
accruing interest and serial maturities, if any, and for creating
sinking funds that will liquidate the bonds at maturity.
With these limits before the accountant and with a knowledge
of the sums required to meet the several purposes mentioned, is it
22

Auditing Counties in Texas
not his duty to determine whether or not the tax levies for each
year under review were more or less than was necessary, and
whether more or less than the limit prescribed by law? Is it
not also obviously necessary in this relation to test the
tax rolls against the rates so found to have been levied, to
ascertain that they were actually applied? Needless to say, all
this should be included in the audit report, and an audit which
fails to take reckoning of these fundamental bases fails in its
first step.
Now, let us see what may be disclosed by this very simple
proceeding. (a) A commissioners’ court was found to have
issued funding warrants until its 15-cent limit for the road and
bridge fund was exhausted twice over in providing a sinking fund
for the warrants, and the court had abandoned the sinking fund,
was paying interest and maturities on the warrants from the sinking
fund of a bond issue, and was using the 15-cent road and bridge
levy for current road and bridge purposes; (b) another commission
ers’ court was found to have levied 65 cents per $100 valuation on
account of a bond issue when 40 cents would have been sufficient;
and (c) to have levied during several years 5 cents and 10 cents per
$100 valuation in the name of the building and permanent im
provement fund when no improvements were contemplated or
authorized, transferring the funds so derived to other funds and
using them for other and current purposes; (d) another commis
sioners’ court levied 10 cents per $100 valuation for building and
permanent improvement fund during several years until the total
accumulated balance stood at some ten thousand dollars, whereas
the jury fund had stood unprovided for in the levies and with a
continuing deficit, the deficit being taken care of by transfers
from other funds. Meanwhile the taxpayers were paying an
unlawful tax under a supposedly lawful levy. (e) On the other
hand there is a case of a certain grand jury which, in requesting
the district judge to obtain an audit of the county, complained
bitterly of what was considered heavy and unwarranted in
creases in taxation. When the audit was made including an
investigation and an exhibit of tax levies, it was seen that over the
period under review the actual increase was not more than 20
per cent. and that three-fourths of this actual increase, so far as the
county tax rate was concerned, had come about by the votes of the
people themselves expressed in referendums held upon the specific
question of increase. The development and then the setting
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forth of these facts by the auditor served at once to clear the
atmosphere of misunderstanding and distrust.
Mention has been made of the testing of rolls against the several
rates of the annual levy. The purpose of this is to determine the
accuracy of the rolls as rendered. Do the gentlemen who audit
county books do anything of that sort? If not, why not? It is
conceivable that in a county where all the items of the annual
levy are county-wide, that is to say applying alike to every tax
payer in the county, this would be a simple matter, for it would
involve merely the multiplying of the total valuation by the tax
rates to determine the tax collectible. On the other hand, if the
county has one or more special roads or drainage districts with
the assessments therefor against a limited number of taxpayers, the
test will of necessity be more difficult because of the segregations
necessary from the mixed rolls. But the test ought to be made
regardless of how much work may be involved. Within my own
recent experience, a sum approximating more than fifteen thou
sand dollars was recovered to a county, and apparently in error
had not been assessed upon the rolls at all. Of course, if this
idea were followed far enough it would involve a comparison of
rendition sheets with the rolls. It might be carried even to a
review of the work of the commissioners’ court sitting as a board
of equalization, but these would be extreme measures and the
benefits or tangible results would be doubtful. Such measures
should in no case be undertaken unless something assures their
necessity, or unless they are flatly required by the commissioners’
court. All this, if I may say so, is real auditing.
BONDS AND TIME WARRANTS

At the present time nearly every county in Texas for one pur
pose or another has issued and sold its bonds. To finance the
construction of court houses, jails, sewerage, bridges, emergency
and other public works, most counties have brought forth issues
of interest-bearing time warrants, and many also have funded
their unpaid current debts by the issuance of a similar type of
interest-bearing warrant. Nearly all these obligations vary from
each other in some particular, especially as to the purposes for
which they may be used and the conditions under which they may
be issued. Whenever and however done, these obligations have
taken their places as just so much of the public debt to be liqui
dated in the course of time with funds raised by taxation.
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Now, how many kinds of bonds and what types of them are
issuable as county or taxing district obligations under the laws of
Texas? And under what positive legal requirements and re
strictions are such issues possible? These questions are not asked
in any spirit of pedantry nor are they designed to develop a
treatise on Texas bonds, the assumption being that one would in
any case know one of the various types and issues if he met it on
the road. So for brevity these questions may be disposed of
thus: Bonds may be issued for any of the following public pur
poses: to provide court houses and jails, and to construct roads,
bridges and other necessary public improvements and facilities.
Also special taxing districts created for drainage, highways,
navigation and under certain conditions irrigation may issue their
bonds. Bonds also may be issued to refund other issues of bonds
or warrants approaching maturity or those which, having matured,
are unpaid. Differing more or less in respect of the period covered,
interest rates, dates of interest maturities, options of redemption,
etc., the legal framework of all these obligations is substantially
the same, and is governed by specific provisions of the statutes,
There are two types of bond issue: (a) the term bond, i. e. the
whole issue maturing at the end of a specified period of years, and
(b) the serial issue which matures a certain number of bonds each
year, or at the end of each two, three or five years.
The legal requirements are, briefly, that the bonds may be
issued only after the holding of an election strictly in accordance
with certain procedure, beginning with the presenting of a peti
tion of taxpayers to the commissioners’ court, the ordering of an
election by the court, advertising it, canvassing the returns and
declaring the result, all of which must be evidenced by a record
in due form in the minutes of the commissioners’ court. There
after the bonds may be sold when all this record and the other es
sential facts are certified to the attorney-general and he approves
the issue and the bonds are registered by the comptroller of
public accounts of the state and endorsed by him to that effect.
The legal restrictions are that bonds so issued shall not exceed in
amount certain prescribed limits. An auditor should certainly
not fail to test the outstanding bonded debt against these limits
as prescribed by law, particularly that which relates to taxable
values upon which the issue depends for final extinguishment—not
that the auditor could upset the validity of a bond issue, nor even
that he should care to do so, in the event of its being out of bounds,
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but that with the discovery of such a fact it would be high time
for local authority to get the local body politic set right.
The auditor is as much bound to go over and report upon these
matters as upon the receipt and disposition of the money itself.
Times without number it is not done, and it would appear that
auditors examining Texas counties either do not realize this duty,
or else that they take the position that the bonds are sold, are in
the hands of good-faith purchasers for value without notice, are
valid unavoidable obligations, and that if they have gotten past
the attorney-general on the one hand and the legal staff of the
purchasers on the other they are incontestable and that that
settles it. Even so, these facts do not justify a slighting of the
record, for only an examination of the record can reveal all the
moving considerations under which the issue was ordered—for
example, that it was partly to be used in retiring an old issue, or
as a county-wide issue to replace district issues. Was this done?
If not, then what was done with the portion of the new issue so
intended? And if sold for cash, what was done with the money?
Further, the law provides that the approval of the attorney
general is prima facie evidence only of the validity of the bonds,
and then only in the absence of fraud. Frauds in this relation do
occur; it is not to be doubted. The attorney-general, in per
forming his part of the business of getting out a bond issue, is
guided by certified statements of fact and certified copies of the
record. Possibly he has been imposed upon—possibly the truth
was not presented. All this bears upon the conduct of the per
sonnel of county and city as well as school district governments,
and the development of such facts as these is what invariably
serves to exhibit the true inwardness of these ever recurring com
plications in local public finance.
Time warrants, to which reference has been made as a public
obligation, differ from bonds principally in that (a) they are issu
able without the authority of an election; (b) they are apparently
intended to be resorted to for the funding at interest of unpaid
current obligations, and (c) when so issued they are required to be
paid, both principal and interest, from and within the taxes col
lected for the department for the debts of which they were issued.
For example, the annual levy for an interest and sinking fund for
funding warrants issued to liquidate floating general fund scrip
must come out of and therefore reduce the available income from
taxes accruing to the general fund. The same is true of road and
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bridge funding warrants. By the same rule, the interest and
sinking fund of warrants issued for the construction of a court
house or jail must be provided for by a levy on the building and
permanent improvement fund. The use of funding warrants has
been developed so far that they have a market status with the
buyers of bonds, are drawn in much the same form and appear
ance with coupons attached, and call for all the detail work for
the auditor as in the case of bonds with the same duty to prove
the reaction on the tax levies. There is, moreover, this possi
bility to be considered, that these warrants may be resorted to
under conditions not within the purpose of the law which au
thorized them. Extravagant administration frequently rests
under the cover of these public pledges against the future, and a
clear showing which will exhibit the real truth ought therefore
to be made by the auditor.
Now, as everybody knows, the prices at which bonds or war
rants may be sold are variable and uncertain things, and regard
less of the statutory requirement that no bonds shall be sold at
lower than par plus accrued interest, these public obligations are,
when all factors are considered, sold all over the state at not only
material but frequently staggering discounts. The factors to
which I refer are, first, the par value, second the accrued interest,
and third the commission which the law allows the county to pay
for the so-called service of selling the bonds. This commission
is the fly in the ointment. Those who have had experience in
this county practice know that the development of figures to
show the net proceeds of a bond sale is usually not a matter of
working out a result in sums taken from a clear and concise
record. The net sums received are generally recorded in one
place without particulars or the name of the purchaser, while the
commission may be and usually is represented in a warrant en
tered on the expenditure side of the account, while the collateral
record which should be in the minutes of the commissioners’
court will not or only indifferently bear out the transaction as
finally consummated. Files of correspondence which will leave
the transactions clear are rarely to be found. Then there is the
question of the accrued interest and the coupons covering it.
Were they clipped and canceled or were they left attached to the
bonds and collected? And finally, if accrued interest was col
lected, to what fund was it added—the bond fund or the interest
and sinking fund?
27

The Journal of Accountancy
Can it possibly be thought that an auditor has done his duty if
he has failed to go into these transactions to the most minute
particular and to exhibit his findings in a clear statement that any
reasonably intelligent person may understand? Every bond
issue is a matter of importance to the tax-paying public which is
entitled to know the particulars and the net results whether they
manifest an interest in the matter or not. Yet I must admit that
many of the auditors’ reports on counties contain such meagre
information about the sale of bonds and the net price realized
in the sale that they are little less than scandalous.
THE FUNDS

We have now considered the two principal sources of cash in
come, namely taxation and the issuance of bonds and warrants.
If we consider along with these the minor income which arises
from such sources as fines, forfeitures, depository interest, road
taxes and the sums received from any special sources, we have the
basis upon which stand the several simple accounts known as the
funds. The current resources of a county at any given time will
be its funds—the cash and lawful securities held therein—and
such tangible personal property as may constitute its equipment.
Its liabilities, on the other hand, will consist of its unpaid current
debts including accrued interest and its outstanding bonds and
time warrants. That is all there is to the financial structure of
a county, however large or small, and whatever aids to public
business may be found in the other several accounts of the
ordinary finance ledger, or in the most elaborate accounting
systems, they are subsidiary and in many instances are mere local
makeshifts. The intention of the law seems to have been that
the county clerk should be the county’s bookkeeper and should
keep in the finance ledger accurate accounts on the funds and
also accounts with the various county officers, and this scheme is
carried out poorly or well according to the aptitude for accounts
of the incumbent clerk. In the great majority of cases there is no
need for a complicated system, and in the matter of the several
funds, nothing more is needed than a good clear record of receipts
and disbursements. It is single-entry bookkeeping pure and
simple, and any setting up of fixed-asset accounts, with surplus or
deficit, is wasted effort. I recently saw a report of a county audit,
a most ornate and pretentious document, made by a respectable
firm of auditors for a little county which had neither a county
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auditor nor any sort of a bookkeeper and no books other than
those standard forms to which reference has been made. This
report contained a wise-looking balance-sheet with large asset
figures to represent highways and public improvements, and the
balance-sheet showed a keenly drawn surplus—or maybe it was a
deficit. And not only this, but there was a comparative balancesheet displaying much effort to analyze the differences. All pure
piffle. How in the world can any fixed-asset sums be fairly drawn
out of the moil of average slipshod county administration, say
for roads and bridges, that will represent a reality, and what does
the honorable commissioners’ court or any one else care about it?
Further, to what purpose may this determination to keep books
by double entry be pursued when everybody knows that property
composing fixed assets such as macadamized roads is disappearing
momentarily in the alternating dust and rain? This report looked
wise and impressive and surely it represented a lot of work, but it
was simply an overdoing of the accounting side of the engagement
to the detriment of the more important work of pure auditing,
for the report failed completely to mention a criminal misappro
priation of $20,000 of sinking funds used in the construction of
roads and bridges during the period under review.
So then, in handling a county audit the auditor should be
content to accept the prevailing scheme of accounts and not
indulge in speculative statements, unusual forms of reporting facts
or efforts to give the accounts a commercial slant. A much better
work can be done by following the law and doing a real job of
auditing. When one has run the course of the county’s finances
as represented by its assets and liabilities as defined a little while
ago and has gone through its funds, has verified its funded debt
and cast up the condition of the sinking funds, he has made the
audit and there then remains only the reporting of it in proper
form.
It is not necessarily a complex operation to audit a county fund
that has been accounted for with reasonable accuracy and intelli
gence. There are two sides to be audited, old as the hills, both
of them—receipts and disbursements—and it should be borne in
mind that either side may contain transactions that are irregular
or illegal. And here we come again to the proposition laid down
at the beginning, that the auditing can not be done unless the
auditor knows the law. For example, the receipts to the jury
fund should come from the levy of the jury-fund tax in the greater
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part, a smaller portion being from poll taxes, occupation taxes,
depository interest, sale of estrays and stenographers’ fees, so that
additions thereto from fines or road taxes would be obviously in
error. Receipts in the road and bridge fund come from taxation,
fines, forfeitures, automobile-registration fees, depository interest,
personal road taxes and from other sources. I have known the
proceeds of bond issues for road construction to be entered in
current road and bridge accounts and therefrom spent by the
commissioners’ court intermixed with current funds. Upon being
challenged for this unbusinesslike procedure, the county clerk
or the county auditor would cite the provisions of the law apply
ing to the issue of bonds, and the law reads to the effect that
bonds may be issued “for construction, maintenance and opera
tion” of roads. Note maintenance and operation. I digress
here just enough to say that, in so far as the law authorizes the
issuance of bonds for maintenance and operation, which it ap
parently does, it is an economic mistake. A county which can
not maintain and operate its roads without cutting into a bond
issue which represents in theory a public debt for a permanent
improvement, ought to do without roads. Of course, good
business practice would at all times require the proceeds of bonds
sold as a county obligation to be placed in a construction fund or
such other special fund as would ensure a clear record of how much
money was received, how much was spent and for what spent,
thereby providing an answer for any one concerned as to whether
it was spent for the declared purpose of the bond issue or not.
When bond proceeds are spent along with current road and bridge
funds, it is not once in ten times that the auditor will be able to
separate new construction from ordinary maintenance. Receipts
to the general fund are subject to very similar conditions, but of
course the proper allocation is positive and definite and is de
termined under the provisions of the law. Borrowing for both the
general fund and the road and bridge fund in anticipation of taxes
is not violative of the law nor uncommon. Every fund is en
titled to its monthly share of depository interest, and should
receive it as a practical business matter, notwithstanding that
article 2442 of the Revised Statutes makes it possible for the
commissioners’ courts to dispose of it for county purposes just
about as they please.
Transfers from one fund to another are inhibited by the
decision of the supreme court in Carroll v. Williams (202 S. W.
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507), regardless of who may continue thus to manipulate the
funds under the old statutory authority.
These general allusions to the matter of receipts to the three
most active funds are without attempt to cover the great mass of
regulatory law but are for the purpose of emphasizing that
receipts have to be audited, and not only with regard to the things
just mentioned, but also to determine if the county has received
all that may be due it. This may seem to be a glittering gener
ality, but anyone who has audited accounts based on contracts
between counties and the highway department must know that it
is not.
Disbursements afford a greater latitude for error, for wrong
doing and also for extended analysis by the auditor. Certainly
they cover a wider spread of regulations too numerous to con
sider in detail. These regulations fall generally into three
classes, namely, (a) those from the statutes; (b) those from the
decisions of the courts; and (c) those from the opinions of the
attorney-general. With these in mind the work of auditing is
not a superficial task. The analyses, for example, will show
payments out of road and bridge funds to county commissioners
for ex-officio services, and from the general fund other sums to
them as per-diem compensation while sitting as a commissioners’
court. Are these payments in accordance with law and do they
fall within the legal limits of these officers’ compensation? Again,
the analyses will show certain sums paid the sheriff, the county
judge and the county attorney out of the general fund. Were
these in accordance with law and considered with relation to the
accounts of fees collected how do they measure up to the limi
tations set by the fee law? Does the fee law apply to the county
being audited and, if not, by what rule or provision of law does the
auditor determine that condition? The records and the docu
ments may show that the judge and the commissioners are buying
material or supplies for the county from themselves or hiring
their own teams to the county, or possibly selling county property
to themselves. Does the auditor and does his lieutenant on the
job know that this is against the law? And if so, what is he going
to do about it?
Special funds, which may arise from any proper source outside
the ones we have discussed but are committed to a special pur
pose and are to be set up separately, should be treated identically
as has been indicated for the regular funds.
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Now we have come to interest and sinking funds, generally so
designated and kept in one account because the levy is made at
one rate to provide for both the accruing interest and the amount
required to meet maturities of principal or the requirements of
the sinking fund. It is merely a truism to say that a sinking fund
created under the obligations of a funded debt is a sacred thing,
and it is not a new conception of civic duty or public honor to say
that sinking funds of public obligations should be held at all
times inviolate. The civil statutes set this out in no uncertain
terms and the penal code fixes a heavy penalty for misappro
priation of such funds. Yet it is a curious fact that with all this
law and gospel before them, public governing boards, city,
county and school, all over this country, go right ahead in defiance
or in disregard or in ignorance of the law and spend, transfer or
otherwise dissipate their sinking funds, or fail to maintain them
to their proper progressive total on the one hand, or pile up an
excess on the other. Along with all this is another astonishing
condition, that auditors employed as experts to cast up the
financial position of the county will go into or over or around
such positively inexcusable conditions, close their audits, make
their reports, show possibly a meagre statement of balances in
sinking funds, and never once mention sums openly and flagrantly
misappropriated, sums transferred to other funds contrary to law
and spent for current expenses; insufficient levies; excess levies;
nor even cast up a statement showing the condition of the sinking
funds. When I say “condition of the sinking funds,” I do not
mean the mere balance therein—I do mean a cast-up, first, of the
sum which should be in the fund compared with what is in the
fund in cash and lawful securities. The difference is, of course,
one or the other—an excess or a deficiency. Of what earthly use
is a mere statement of sinking-fund balances without a calculation
against which it may be compared, and what could a city or county
board do with such a statement if it is to know where it stands
with respect to the funded debt, or if it is to determine what to do
in future levies? To develop such necessary facts is what an audi
tor is needed for, and the purpose for which he is generally em
ployed. It is enough to startle any thoughtful man to view the
indifferent manner in which this vital matter is being treated—
judging by the reports we see—by the accredited auditing profes
sion. It is either an indifference to professional duty or an abysmal
ignorance of public finance on the part of people who ought to know.
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Two years ago I made a regular annual audit of one of our
largest Texas cities. As far back as I was able to find audit
reports preceding me I found nothing in them exhibiting the
condition of the sinking funds. The city controller assured me
that no analysis of them had been made for at least twelve years.
He appeared never to have made one himself. A casting-up of a
proper statement by me revealed such facts as these:

(a) that twenty-six issues of bonds had excesses in their
sinking funds, in various sums, which totaled $541,598;
(b) that nineteen issues of bonds had deficits in varying sums
to a total of $410,701;
(c) that two waterworks mortgages had a deficit in their
sinking funds of $259,723, and
(d) that the net deficit on the entire funded debt was $128,825.
The last-mentioned item was no consolation at all, since an excess
in one fund may not be applied to a deficit in another. This
investigation also revealed
(e) that seventeen serial issues carried a total of sinking-fund
balances amounting to $411,169 when not one of them
should have carried an accumulated penny.
These were serial bonds of a type which provided for annual
liquidation of principal and interest requiring no sinking-fund
accumulation. One of the issues had an accumulated balance
of $93,947, enough to make the next two annual payments of
principal and interest; it should have had nothing. Another had
$82,673, another $62,746 and so on. Sheer ignorance of public
finance was the only apparent explanation. The taxpayers’
money was laid up in these funds earning depository interest at
2½ per cent. or investment interest at probably 5½ per cent.,
when for such purposes it should in no circumstances have
been levied, collected or so disposed of. I do not say that the
civic giants who were running the city had been hungering and
thirsting for this knowledge. They looked at me as if I had with
malice aforethought dug up and brought in a skeleton from
the potter’s field to plague them. Within my experience also is the
so-called borrowing from the sinking fund for the purposes of the
road and bridge fund, and again the straight transfer of sinking
funds to other purposes. An auditor passing over such acts as
these without noticing them is himself near to being guilty of
criminal negligence.
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Attention is directed to another thing about sinking funds—the
ease with which an investment in securities may be overlooked.
I am talking now of the ordinary single-entry county books.
A warrant is drawn to buy securities for the purpose of putting
the sinking-fund cash to work. Cash is paid out, of course, and it
disappears from the treasurer’s account. The treasurer takes in
the securities and sometimes puts them into safe-keeping, prop
erly marked to show the fund to which they belong, and there
after reports them quarterly as in his possession along with the
cash balances. The scheme of county accounts requires that
this be done. It has just been said that sometimes the treasurer
does this. Usually the securities are stuck away imperfectly
marked, or not marked at all, and are not reported quarterly to
the commissioners’ court as is proper. And it sometimes happens
that a treasurer, being a publican, is also a sinner and he makes
away with those securities. For any ordinary sum not large
enough to command the attention of the court or the common
knowledge of the public, the only way such an embezzlement
may come to light is by the thorough combing of the account by
an auditor. So then, the auditor in going over the expenditures
in sinking funds should note the investments made, as he proceeds,
to see that they are represented by something in the hands of
the treasurer; and not only this, but he should demand to know
what securities, if any, were contained in the funds at the
beginning of the period under review. The record ought to
show what may have been again converted into cash, and in
this manner only can the real wholeness of the accounts be
determined.
(To be concluded)
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EDITORIAL
References in recent issues of The
Verification of Accounts
Journal of Accountancy to the veri
Receivable
fication of accounts receivable have
been the subject of several comments by letter and telephone.
It may be remembered that we requested readers to narrate their
experiences in the hope that out of the responses received it might
be possible to form some idea as to the extent to which the prac
tice of verification has spread. The subject is approached from
many angles and there seems to be nothing like uniformity
in the ideas of those who are interested. For example, the treas
urer of a company closely associated with one of the great public
utilities writes as follows:
“The writer is a devoted reader of The Journal of Accountancy and
notes in your April issue on page 289 that you would like to hear from your
readers as to their experience in the question of being asked by auditors to
verify accounts receivable.
“ In addition to other activities we are contractors, appraisers, consulting
accountants, so that you will see that our work is quite varied.
“Our number of customers, however, is not very large, as a great deal of
our construction work represents contracts involving sums of from $500,000 to $3,000,000, and a considerable number of them are ‘repeat’ con
tracts.
“Also, a great many of our customers are very large concerns which
would indicate that they would certainly have their accounts audited, and
if the verification of the accounts receivable should be made, it would
appear that our company then is the type which should receive most
requests to do so.
“I find that our open accounts average about five hundred but our
requests to check the unpaid balances average only about two a month.
“ In the gas and electric business throughout this country, however, it is
generally the practice to pay particular attention to the audits of out
standing amounts due for sales of gas and electric current, which means
sending out hundreds of notices.”

Practising public accountants are prob
Another Opinion on the
ably
closer to agreement on the desira
Question
bility of verifying accounts receivable
than any other group of men. It is to be expected that the
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accountant above all others would see the value of Such verifica
tion, but, of course, it is a somewhat slow process to convince
business men that there should be at least a comprehensive test of
the amounts of accounts receivable. One phase of verification
is described by a member of the Institute in the state of Wash
ington. He writes:
“I have read with interest the editorial comments in The Journal
relative to verification of accounts receivable.
“Accountancy in the northwest has not been developed to the stage that
it has in eastern centers and there are many business firms who at present
do not use the accounting service, but undoubtedly would if they were
located in the east. The question of verifying the accounts receivable has
been discussed many times by the local accountants, some of whom seem
to be in favor of direct confirmation with the customer, others considering
it unimportant and unessential. We have a number of clients for whom
we make a periodical audit, whose accounts are verified by direct
communication with the customers. We have experienced no difficulty in
having the clients acquiesce in such verification. After all phases of such
verification have been discussed the clients seemed very desirous of such
verification. In fact one client states that the verification letters are the
best ‘collection’ letters sent to his customers.
“ It so happens that the accounts of two of our clients are practically all
settled within thirty days following the close of the year. These accounts,
however, are verified by direct communication.
“Our policy in verifying accounts of clients is to utilize the regular
monthly statement prepared by the client, which normally is mailed within
a few days following the close of the year, and we make it a rule to see that
the statement and verification letter are mailed promptly.
“The fact that the accounts are paid promptly is not always a safe
criterion that they should not be verified, as exemplified by one recent
experience. This was a case of the customer’s account showing payment in
January of invoice dated prior to the close of the year. The confirmation
from the client’s customer to us showed this account to have been paid
several weeks prior to the close of the year. Upon investigation it de
veloped that the cashier had been withholding receipts and made restitu
tion thereof after we mailed the verification letters.”

Here is a fairly comprehensive statement of one of the essential
merits of verification. It should appeal to men having business
sense. But, of course, the great difficulty lies in the fear, which
seems to animate many men, that a letter requesting verification
is an indication of something amiss or at least of instability present
or to come. Accountants naturally know that the day will come
when all accounts receivable will be subject to some sort of veri
fication. Business men will learn that a letter requesting in
formation of this kind is not a demand for payment nor an indica
tion of anything unsound. A general agreement among account
ants to encourage verification would probably be much more
effective than sporadic attempts by practitioners to bring about
reform. The experiences which have been cited during these
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discussions have indicated quite clearly that the desirable extent
of verification is still far ahead.
Not long ago the New York stock ex
Financial Statements
change
gave evidence of a desire to
for Stock Exchange
encourage full and frank publicity of
the financial status of companies whose securities are listed for
trading. At that time there was joy in the minds of those who
believe in accounting because it seemed that there would be
demand for financial reports independently prepared. In other
words, it looked like the coming of conditions similar to those
prevailing under the English companies act. The hopes aroused
at that time faded somewhat when it became apparent that the
financial reports demanded could be prepared by the companies
concerned or by their direct employees. Now a further develop
ment has occurred and the exchange has made known its wish
that there be financial statements at comparatively frequent
intervals. It seems that the presentation of quarterly statements
has been encouraged and to a large extent adopted; but here
again there is the inherent weakness which was found when the
movement for full publicity was first announced. There is
nothing to indicate that quarterly statements will be any less
partial than annual statements. If employees of a corporation
are to prepare for their directors statements of financial condition
it is not to be expected that they will err on the side of harshness.
In other words, it is humanly reasonable to suppose that a man
working on the staff of a company will be inclined to present as
favorable a report as he can consistently prepare. This does not
necessarily mean that a man will be wilfully dishonest in the
preparation of statements, but it certainly does mean that the
prosperity of the company will not be understated and in all
probability will be over-estimated because of the loyalty of em
ployee to employer. No statement which is not independently pre
pared can be counted upon as a perfectly unprejudiced document.

The stock exchange is bent upon bring
ing about reform. The officers and
committees are evidently imbued with a
desire to do all that is possible to protect the investing public, but
it is extraordinary that one of the most evident means of assuring
impartiality should be overlooked. One wonders why there is so
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marked a disregard of what most accountants consider an obvious
safeguard. It is not conceivable that the authorities of the
New York stock exchange are ignorant of the value of accounting
services properly rendered. No one supposes that the men of
Wall street would prefer ex-parte statements of condition to
absolutely unprejudiced reports. There must be some reason
that does not appear on the surface. The first thought will be
that accountants have not become sufficiently established in their
reputation as impartial observers. Someone will say that if all
accountants were absolutely trustworthy the authorities of all
stock exchanges would encourage their engagement to prepare
statements of condition. This, of course, is pure foolishness,
because no profession is entirely devoid of bad performers. Ac
countancy as a whole has kept its house pretty well in order, and,
while there have been some unfortunate cases, an overwhelming
majority of work done has been accurate and fair. There are a
few so-called accountants who travel up and down the face of
the land announcing their ability, integrity and general excellence,
and it is quite possible that the reaction from this disgusting self
laudation may have something to do with the general opinion of
financial men with regard to accountancy as a whole. But this
must be a comparatively small factor. Everybody knows that
there are men in all walks of life whose chief purpose is to convince
the rest of the world of their greatness. Business men and all
others soon learn to value a man and his services not at his own
estimate but at their true worth. Consequently, wild claims of
omniscience probably do little harm to the profession generally.
It is clear, therefore, that there must be some other reason for the
unwillingness of the stock exchange to take the plain open path
toward full publicity by way of independent investigation. We
are inclined to think that the reason is one that would be denied by
almost any man associated with financial interests in this day
and generation. Probably if one were to say to an investment
banker that his conservatism was due to nothing more substantial
than a tradition he would repudiate the allegation; and yet it
seems that the only reasonable explanation of the attitude of the
financial world in America is fealty to a tradition and nothing more.
Accountancy is so new as a profession that it has not entirely
out-lived the handicap which rests upon things new and un
familiar. If one recollects the conditions of even thirty years
ago and the gradual progress which accountancy has made during
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the intervening time he will probably come to the conclusion that
a great advance has been made and that it would be absurd to
expect a greater rapidity of development. The changes which
are taking place in Wall street are no less remarkable than those
in accountancy. Thirty years ago investment and speculative
markets were rather chaotic and a thing was much esteemed
because of its newness; but in the changes which have occurred
there has come about a reaction to the other extreme and Wall
street is today in some ways the most conservative center of
activity in all the world. The financial houses of Great Britain
and the continent of Europe are in many things more aggressive,
more inclined to experiment, than are the investment bankers of
New York. So it seems to us that although it is entirely regret
table that the stock exchange should shut its eyes to the evident
desirability of insisting upon independent audit and investigation,
this condition is due not to any failure on the part of the account
ant but rather to a marked swing toward ultra-conservatism, or,
perhaps one should say, to mid-Victorianism.
The regional meeting of the American
Institute of Accountants which was held
at Cleveland, Ohio, May 22nd, was one
of remarkable interest to all members of the Institute. It was the
first time that a meeting had been devoted exclusively to review
ing the work of Institute committees and other agencies; and,
although it was not possible in the time available to discuss at all
some of the important activities of the organization, the amount
of information which was presented was significant. Probably
the next meeting of the same district will revert to the earlier plan
of discussing some one or two technical subjects and therefore will
have a wider appeal to the general public than the meeting at
Cleveland offered. There was, however, a good attendance of
members of the Institute and others, and the discussions indicated
an increasing desire on the part of those who are not members to
learn of the efforts and accomplishments of the Institute. Many
of the papers read at the meeting in Cleveland were somewhat
like committee reports and are therefore not exactly suitable for
publication in a magazine of general circulation. A plan for
publishing these papers is under consideration and it is hoped that
they will be available for distribution in some form or other in the
near future. One or two papers which were somewhat general in
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treatment of their subjects will appear in this magazine. The
regional meeting scheme seems to develop steadily from year to
year. During the fiscal year of the Institute which closes August
31st there will have been meetings in all parts of the country,
excepting the far west, where on account of distance it is difficult to
attend meetings of this kind. The great point in favor of the re
gional meeting is that it gives accountants in a district opportuni
ties to meet, discuss matters of local interest and establish neighbor
ly relationships. In this way it performs a special service which the
annual meeting of the Institute can hardly be expected to render.

Speaking of annual meetings, it should
be noted that the dates for the next
meeting are September 21st and 22nd.
The meeting will be held at the Marlborough-Blenheim hotel,
Atlantic City, and all who are interested in accountancy will be
welcome to attend the open sessions. On September 20th and
23rd executive sessions of the council will take place. On the
20th there will also be the usual informal meeting of members of
the Institute’s board of examiners with representatives of state
boards of accountancy, when subjects of general interest to
examiners throughout the country will be discussed. A feature
of the meeting in Atlantic City will be some kind of entertainment
provided by the Society of Certified Public Accountants of the
State of New Jersey. All arrangements for accommodation
should be made direct with the management of the hotel. As the
sesqui-centennial celebration in Philadelphia will be in progress
at the time of the annual meeting of the Institute it is probable
that many members and guests will take advantage of the oppor
tunity to attend both events. Those who are at the head of
affairs in Philadelphia are confident that the exposition will be in
full swing long before September.
Annual Meeting
Next September

A correspondent who is an officer of a
Replacement Reserve
large public-utility company has written
Funds
comments upon recommendations rela
tive to the handling of replacement reserve funds and has sent to
us his views with a request that the author may remain unknown.
We do not endorse all the views expressed by this correspondent,
but the subject which he raises is one of wide interest and we pub
lish the following extracts from his comments in the hope that
other readers of The Journal of Accountancy may be inspired
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to express their views as to the treatment of this very important
factor in the balance-sheet of a public utility:
“The consulting engineer of a certain state commission is understood to
have recommended that utilities be required to handle replacement reserve
funds as follows:
“To take monthly in cash, amount of accrual to replacement reserve
and deposit same in a separate banking account, and keep it there subject
to being expended on specific items of replacement by orders of the com
mission from time to time. Since banks rarely allow over 3 per cent on
such funds this amounts to reduction of return upon replacement reserve
from 8 per cent to 3 per cent,—a loss of 5 per cent. It appears that the
engineer may not have devoted sufficient consideration to the fundamental
questions involved to have got them thought out straight, and has thereby
fallen into an error.
“The following is fundamental;
“The rate for service to be paid by the consumer is composed of the
following parts:
" (a) Operating expenses, including current maintenance and taxes.
“ (b) Reimbursement to the company for current general destruction of
its property by usage or abandonment.
“ (c) Interest return on the fair value of the property. This is generally
taken at 8 per cent.
“The item (b), reimbursement for destruction of the property by use, is
similar to maintenance, except that it does not occur in a series of small
items from day to day but is clearly evident only upon abandonment or
replacement of major elements of the property. The sum of (a), (b) and
(c) makes up the rate which the consumer should pay for his use of the prop
erty of the company and operation of the same in his service. These are
not ‘contributions.’ They are payment for something received or used.
The moneys so paid belong to the company and to no one else. The com
pany uses money (a) to buy coal, pay firemen, etc., to continue operations.
Money (b) is payment on account of the property partly consumed by the
consumer. The payment belongs absolutely to the company whose
property was partly consumed. It is money property, subject to complete
control by the directors of the company. They could declare this money
out as dividends in liquidation. It is a part of the property.
“Asa matter of fact, what the directors wish to do is to take this money
and invest it in the general corpus of the property as enlargement of the
same is required by community growth. Generally directors do not
incline to create new property unless earning power of from 12 to 15 per
cent is indicated upon new moneys spent, thus affording a margin of safety
to insure a just return. This is a matter solely within the discretion of the
directors and stockholders. The replacement reserve money, being money
in the hands of the company which has taken the place of property pre
viously in their hands and partly or wholly consumed by the public, is
subject to no different treatment from any other property. The commis
sion has no more right to tell the company that it shall keep this money in
the bank at 3 per cent than it has to tell it to use any other property at 3
per cent. The company is just as much entitled to 8 per cent return upon
this money as it is upon the property which the money replaced, or as it
will be upon the new property which the money will acquire. There is no
difference whatever between this money and the property from which it
came, or into which it will go. This proposition cannot be refuted.
“ If 8 per cent be a just rate of return upon the fair value of the property
(in some cases it is not sufficient; in some it may be more than sufficient),
the commission has no right to say that any part of the company’s prop
erty, whether in the bank or in the power station, shall receive a return
of only 3 per cent. If the company has been paid for part destruction of its
property through usage by the public a total of $100,000 which it holds in
replacement reserve, and the commission compels the company to keep this
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money idle in the bank at 3 per cent, the deficit of 5 per cent must be paid
to the company by the consumers through rates. But if the directors are
permitted to invest this money promptly in new property earning 10 per
cent or over, they are receiving a return upon this investment which
reduces to that extent the rate to the consumer as against the method
proposed by the commission engineer. The method advised by the com
mission engineer indicates higher rates to the consumer. The method indi
cated by the company indicates lower rates to the consumer. The method
indicated by the commission engineer is contrary to the public interest.
The method indicated by the company is favorable to the public interest.
“Only a moment’s thought is required to make it clear that the above is
in accordance with common sense and the principles of accounting and the
fundamental law. Take, for example, the case of a wooden pole, having in
. place a fair value of $10.00, and good for ten years. This pole is placed in
the service of the public. The consumer of light and power uses this pole
up in ten years. Proceeding upon the straight-line method of depreciation,
as advocated by the commission, the consumer should, during the first
year, in addition to that part of his rate for lighting and power, made up of
(a) operating expenses, pay (b) $1.00 for having used up one-tenth of this
pole; and so for other things. This $1.00 is not a ‘contribution.’ It is
payment to the company for having used up its pole to this extent. The
money belongs to the company as much as the pole did; it is simply a
change in form of assets. Both the money and the pole are property.
“The difficulty of the consulting engineer arises from his attempt to
accord a different treatment to money property from that which he accords
to pole property. It is the duty of the directors of the company to put this
$1.00 of money property to good use, so that it will earn a fair return to the
stockholders to whom it belongs. And so for the $1.00 of the second year.
At the end of ten years the directors will be able to buy a new pole with the
$10.00 which the consumer will have paid the company for having used up
its pole. It makes no difference that this $10.00 has been profitably em
ployed at 10 per cent all that time by being invested, whether in farm loans
or in transformers across the street, so long as it is profitably invested in
something, and not kept in the bank at 3 per cent. If the directors vol
untarily keep it in the bank, that is to say, in a separate bank account, and
not deposited along with current funds as necessary bank balances essen
tial to the conduct of the business, and receive on the same in this separate
special account only 3 per cent, the stockholders will suffer the loss of earn
ing power in income thus shown. But if the directors are compelled to keep
it in a separate, non-useful bank account by adverse action of public
authorities, then the consumer must suffer the loss of earning power in
income thus inflicted upon the company. So far as the company is
concerned, it would make no ultimate difference whether it were allowed to
invest this $10.00 or this $100,000 at 10 per cent, or were compelled by the
commission to keep it in a hollow tree, except for the fact that in the first
instance it gets its return upon this money property right along. There
fore, as a practical matter, in the interests of the present generation, which
wants to get something back in the way of adequate return here, instead of
hereafter, it is the duty of the company to contend against a proposition so
fundamentally contrary to sound economics as has been advanced by the
consulting engineer to this commission in proposing that these funds be tied
up at 3 per cent.”

We publish elsewhere in this issue the
first part of an article, Auditing Counties
in Texas, by George Armistead, which
every accountant will find of interest. The author’s illustrations
are drawn from the locality with which he is most familiar, but
the underlying principles are applicable to audits of counties in
all American states.
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Income-tax Department
Edited
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Stephen G. Rusk

Information from Washington indicates that the bureau of internal revenue’s
present plan contemplates the disposal, at least in that department, of all past
years’ tax returns by the end of 1927. It is said that to bring about this
highly desirable condition the bureau has established a “sixty-day conference
unit with very competent men as conferees to expedite settlement of cases in
which sixty-day letters have been issued.” In addition the bureau is said to be
eliminating the auditing of returns which show that an audit would not produce
sufficient additional taxes to offset the expense of the examination.
If and when the bureau has only to deal with tax returns of one year there
will be a great saving in the cost of reviewing as there will be a great decrease
in the number of employees engaged in that work. No doubt there will be an
improvement in the personnel of the bureau; deficiencies will be collected sooner
and the entire business of assessing and collecting will be more efficient.
There has been nothing so irritating to taxpayers, perhaps, as the uncertainty
and suspense they have experienced as to whether or not their federal taxes
were fully and finally paid at any time. It is apparent that the commissioner
can not know what it has meant to a business man to be uncertain for a period
of five years as to the possibility of additional liability of an unknowable amount
for federal taxes. The removal of these irritations will probably act benefi
cially to the treasury as there will not be so much attention centered upon
questions of taxation, and consequently less opposition will be developed to
well thought out and scientific methods of raising revenue. The citizens have
become inured to the imposition of this direct taxation, which is a condition of
mind that would have been considered impossible twenty years ago. The
vast majority thinks very little about it any longer, but those who are still
endeavoring to learn whether or not additional taxes will be required of them
for years as remote as 1918 are thinking of taxes a great deal. To them the
subject is ever present. They are as a rule important and influential leaders
of our people and therefore the most articulate at times when taxation is to
be considered.
From many viewpoints it is therefore apparent that the clearing away and
disposal by the bureau of all old tax returns will have far-reaching effects.
Although the revenue act of 1926 is three months old, the regulations relating
to it have not yet been issued. This is puzzling to onlookers for this law seemed
to be well pondered from every angle before it was enacted. It was the result
of a great deal of experience with the operation of the preceding tax laws. It
was supposed to be the most scientific law that congress could be expected to
adopt. All these things being accepted as facts, the writing of the regulations
seemed not to present as great difficulties as were heretofore encountered.
However, obstacles have confronted the administrative department and the
regulations are still in the process of being written. The latest information
available is that these regulations (No. 69) are to be issued July first.
An accountant representative of a taxpayer recently had occasion to consult
the provisions of the several acts as to the statute of limitations with particular
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reference to those bearing on claims for refunds. After hours of study, en
deavoring to comprehend all the "ifs,” “excepts,” “provided thats” and “in
case ofs,” and after carefully and emphatically marking the parenthetical
limitations, he found himself without definite answer to his problem. He
consulted an eminent lawyer, and after more hours of study by the two, they
solved the problem. Upon asking the lawyer why in the name of sense the
intention of the law should be so well secreted in a bundle of language, he
received the laughing and somewhat illuminating reply: “The law was written
by lawyers for lawyers.”
Maybe the writers of the regulations are excusable if a great deal of time is
necessary to interpret the language of the act and promulgate regulations that
will be sufficiently technical.
SUMMARY OF RECENT RULINGS
Invested capital as a basis for the excess-profits tax is limited to actual con
tributions for stock and actual accessions in the way of surplus, all valuations
being made at the time of acquisition and not being influenced by later fluctua
tions. (United States district court, Kansas, first division, Lee Hardware Com
pany v. United States.}
Tax limitation to 20 per cent. of sale price under sec. 311 (b), 1918 act, on
profits from sales of mines, oil and gas wells, is as to the ratable proportion of
the total tax attributable to such profits. (United States district court, N. D.
of Texas, Fowler v. United States.)
A dividend actually paid in stock is non-taxable, although declared payable
in cash, the majority of the stockholders agreeing in advance to receive stock
and there being insufficient cash to pay the dividend, notwithstanding that a
few stockholders received cash. (United States supreme court, United States v.
Davison.)
A corporation may not deduct as a bad debt or loss, an indebtedness from
its sole owner though he was insolvent, the account having been carried as an
account receivable and not being charged off as a bad debt until the following
year. (Court of claims of United States, Silvertown Motor Co., Inc. v. United
States.)
An indictment for perjury under sec. 125, criminal code, not a revenue law,
must be brought within three years, although it alleges in accordance with sec.
1004, Revised Statutes, that the offense was committed for the purpose of defraud
ing the United States, that not being an element of the crime charged. (United
States supreme court, United States v. Noveck.)
Suit may not be brought against a receiver of an insolvent corporation for
income tax, etc., without first obtaining leave of the court appointing the re
ceiver. (Circuit court of appeals, 9th circuit, Merryweather, receiver, v. United
States.)
Unexplained loss of corporate records carries strong presumption that they
are against interest, and the books of the corporation’s bank may be consulted
under certain circumstances. (United States district court, Minnesota, third
division, Samuel Rosen and Morris Rosen v. United States.)

TREASURY RULINGS
(T. D. 3859, April 23, 1926)
Article 1564: Exchange of property.
Income Tax—Revenue Act of 1916—Decision of Court of Claims
1. Income—Dividends—Exchange of stock for stock—Corporations—
Reorganization
Where stockholders of a corporation organized prior to March 1,
1913, organize a new corporation in another state to take over the
business and assets of the old corporation, stockholders of the old
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corporation exchanging their stock for a greater number of shares
of stock in the new corporation, income is realized under the provisions
of the revenue act of 1916 by stockholders to the extent that the
market value of the stock received in the new corporation exceeded
the March 1, 1913, value of the stock of the old corporation.
2. Cases followed and distinguished
United States v. Phellis (257 U. S., 156, T. D. 3270 [C. B. 5, 371]);
Cullinan v. Walker (262 U. S., 134, T. D. 3508 [C. B. II-I, 51; C. B.
II-2, 55]); Marr v. United States (268 U. S.,’536, T. D. 3755 [C. B.
IV-2,116]) followed. Weis v. Steam (265 U. S., 242, T. D. 3609 [C. B.
III—2, 51]) distinguished.
The following decision of the United States court of claims in the case of
Weis v. United States is published for the information of internal-revenue
officers and others concerned.

Court of Claims of the United States
Andrew L. Weis v. The United States
[March 8, 1926]
Booth, judge, delivered the opinion of the court: This is a suit to recover
income taxes. No jurisdictional question is involved. The plaintiff was
financially interested to a great extent in three manufacturing corporations and
this fact renders it necessary to consider the relationship of all three to each
other and to the return made by the plaintiff for the purpose of income taxation.
The Weis Manufacturing Co. is a Michigan corporation, engaged in manu
facturing filing cabinets, bookcases, card cabinets, etc. The plaintiff was its
president and general manager, also the largest single stockholder therein.
The company had been incorporated prior to 1911, was a close corporation
owned exclusively by the plaintiff, his five brothers and two sisters, and was
doing a prosperous business. In 1911, John R. Van Wormer, an applicant for
a patent covering a fiber container, a device designed by the inventor to
supplant the use of glass milk bottles, interested the plaintiff in the exploita
tion of the same. Van Wormer had incorporated a company in the state of
Ohio for this express purpose, but had not attained success. The plaintiff,
as well as all the remaining holders of stock in the Weis Manufacturing Co.,
joined Van Wormer in the organization and incorporation under the laws
of Michigan of the Weis-Van Wormer Co. This occurred about March 25,
1911.
The new company was incorporated with an authorized capital stock of
$30,000, divided into 3,000 shares of the par value of $10 each. To this com
pany Van Wormer assigned all his patent rights and the assets of his Ohio
corporation for a consideration of one-fourth of its capital stock, it being
further agreed that the remaining shares of stock should be issued to the
stockholders of the Weis Manufacturing Co., in consideration of which finan
cial assistance was to be rendered by the latter to the Weis-Van Wormer
Co. in developing and marketing the fiber container. These agreements were
observed and the stock issued in pursuance thereof.
The Weis-Van Wormer Co. did not succeed. On December 29, 1914, it was
indebted to the Weis Manufacturing Co. in at least the sum of $50,549.74.
Van Wormer had sold his interest in the company and retired therefrom, and
the entire control of its business, including the patent for the container, had
on February 24, 1914, been by express contract assigned to the Weis Manufac
turing Co. for the sum of $25 per annum. On December 29, 1914, the stock
holders of the Weis-Van Wormer Co. unanimously adopted a resolution to
pay to the Weis Manufacturing Co. the sum of $75,000 to be released from the
contract of February 24, 1914. This sum was to be paid in cash or in stock
of a new company to be thereafter organized to take over all the assets of
the Weis-Van Wormer Co. The resolution further provided for the organiza
tion of the new company and the sale to it of all the assets of the Weis-Van
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Wormer Co. for $1,000,000, to be paid in stock of the new company when the
assets were turned over. The new company was to be known as the Weis
Fibre Container Corporation.
The Weis Fibre Container Corporation was on March 4, 1915, incorporated
under the laws of South Dakota. The authorized capital stock was $2,000,000,
divided into 80,000 shares of the par value of $25 each. In 1916 the assets of
the Weis-Van Wormer Co. were turned over as agreed; but the corporation,
while dormant, was not dissolved until April 11, 1918. Three thousand shares
of stock of the new corporation, of the par value of $75,000, were issued to
the stockholders of the Weis Manufacturing Co., as per agreement; 20,000
shares of the par value of $500,000 were likewise issued direct to the stock
holders of the Weis Manufacturing Co.; and the entire 23,000 shares divided
among its stockholders in proportion to their holdings in the Weis-Van Wormer
Co., the stockholders of the Weis-Van Wormer Co. and the Weis Manufacturing
Co. being identical at the time. This was done as a matter of convenience.
The remaining 20,000 shares issued to the stockholders of the Weis-Van
Wormer Co. were held in escrow until the stock of the new corporation paid
a dividend of 6 per cent. This event never transpired, and the stock was
eventually turned back into the treasury. Of the remaining 37,000 shares, a
sufficient number were sold to the public at $25 per share to bring into the
treasury of the corporation $800,000 in cash, less the commission paid for
effectuating their sale.
The plaintiff owned 1,460 shares of the capital stock of the Weis-Van
Wormer Co. and was to receive in exchange therefor 19,461 shares of the
capital stock of the Weis Fibre Container Corporation, or an exchange on the
ratio of 13⅓ per 1. He actually received certificates for one-half of 19,461,
or 9,730½ shares, the remaining half being held by the corporation in escrow.
Plaintiff in making his return for income taxation for the year 1916 valued
this stock at $1.26 per share. The commissioner of internal revenue declined
to accept the valuation and assessed an additional tax against the plaintiff of
$16,241.40, the commissioner insisting that under the revenue law the plaintiff
made a profit by the transaction of the difference between the market value
of the 1,460 shares of stock which the plaintiff owned in the Weis-Van Wormer
Co. on March 1, 1913, which the plaintiff concedes to be $13.33⅓ per share,
and the market value of the stock he acquired in the Weis Fibre Container
Corporation at the time he acquired it, reaching a conclusion that inasmuch as
$800,000 worth of the stock of the latter company had been absorbed by the
public at $25 per share during the year 1916, that was its market value.
The plaintiff, after having an adverse ruling on his applications for abate
ment and refund, paid under protest the additional tax of $16,241.40, and
$920.34 interest, making a total of $17,161.74, and it is for the recovery of
this sum, with interest, the present suit is brought. The pertinent parts of
the revenue act of 1916 are sections 1, 2 and, 3 (39 Stat., 756). They are
quite familiar and we need not set them forth.
The plaintiff contends that the case is within the decision of the supreme
court in Weis v. Steam (265 U. S., 242). That to all real intent and purpose
it was but a reorganization or exchange of their stock in the old corporation
for stock in the new, both having the same assets, and hence no taxable gain.
With this contention we are unable to agree. Discarding form and observing
substance, the findings clearly show that the plaintiff exchanged 1,640 shares
of stock in the Weis-Van Wormer Co., valued as of March 1, 1913, at $13.33)4
per share, for 19,461 shares of stock in the Weis Fibre Container Corporation,
selling on the market in 1916 at $25 per share. The findings, we think, also
bring this case within the following cases decided by the supreme court:
United States v. Phellis (257 U. S., 156); Cullinan v. Walker (262 U. S., 134);
Marr v. United States (268 U. S., 536). The stock of the Fibre Container
Corporation which ultimately reached the plaintiff as a shareholder of the
Weis Manufacturing Co. was a portion of the stock paid to the Weis Manu
facturing Co. in liquidation of the liabilities of the Weis-Van Wormer to the
Weis Manufacturing Co. and by the latter distributed among its share
holders as a dividend.

46

Income-tax Department
(T. D. 3860, April 23, 1926)
Article 141: Losses
Income Tax—Revenue Act of 1918—Decision of Court
1. Income—Deduction—Loss
A loss sustained to an automobile maintained for personal use
by damage due to the unauthorized use and faulty driving by a
chauffeur is not deductible from income of the owner under section
214(6) of the revenue act of 1918.
2. Same—Theft
The unauthorized use and resulting damage to an automobile
by a chauffeur is not a loss arising from theft within the meaning of
section 214(6) of the revenue act of 1918.
3. Statutory construction—Ejusdem generis
Under the rule of ejusdem generis the words “other casualty”
used in section 214(6) of the revenue act of 1918 must be construed as
applicable only to casualties of the same general nature or class as
those particularly enumerated.

United States District Court, Southern District of New York
George L. Shearer, plaintiff, v. Charles W. Anderson, collector of internal
revenue, defendant
[March 29, 1926[
Goddard, district judge: This is a motion by plaintiff for judgment on the
pleadings, on the ground that the complaint does not state facts sufficient to
constitute a cause of action. The facts set forth in the complaint are deemed
to be admitted for the purpose of this motion, and are as follows:
Mr. Shearer, the plaintiff, in his federal income-tax return for the year 1920,
claimed as a deduction from his gross income the sum of $1,252, representing
a loss sustained by him due to damage to an automobile maintained by him
for personal use, which resulted from the overturning of the automobile on an
icy roadway, when the temperature was about zero, in an early morning of
January, 1920. The automobile was, at the time, in the possession of Mr.
Shearer’s chauffeur, who had taken it from the garage for his own use without
Mr. Shearer’s knowledge and against his orders. The loss was not com
pensated for by insurance or otherwise.
The plaintiff contends that the amount he paid for repairing the automobile
was deductible under section 214(6) of the revenue act of 1918, which provides,
after making various provisions in regard to losses sustained in transactions
entered into for profit:
“ (6) Losses sustained during the taxable year of property not connected
with the trade or business (but in the case of a nonresident alien individual
only property within the United States) if arising from fires, storms, ship
wreck, or other casualty, or from theft, and if not compensated for by insur
ance or otherwise;. . . . ”
The collector contends that the loss herein did not arise from “theft” or
from any “other casualty” within the meaning of the statute.
Taking up first whether a “theft” as contemplated under the statute has
been committed, it is clear that the unauthorized use of Mr. Shearer’s auto
mobile by his chauffeur was not a “theft” at common law, for there was no in
tention on the chauffeur’s part to take permanent possession of the car. In
Van Vochten v. American E. F. Insurance Co. (239 N. Y., 303, 305), Judge
Cardoza, writing for a unanimous court, said:
“Apart from this statute (referring to the New York statute making the
unauthorized use of another’s car theft), the misuse of plaintiff’s car by the
proprietor of the garage would not constitute a larceny, since there was lacking
the felonious intent to appropriate another’s property permanently and
wholly”; and the court also stated in effect that congress did not desire that
the same act would be theft within the purview of the statute if committed in
New York and a mere trespass or conversion if committed in Massachusetts
or some other state. Such a construction would, in the words of the supreme
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court in United States v. Childs, trustee (266 U. S., 304), “abridge or control
a federal statute by a local law or custom and take from it uniformity of
operation.”
Was the loss such as to come within the words “other casualty” mentioned
in this section 214? The statute states that the loss must arise from “fires,
storms, shipwreck, or other casualty. ...” By the rule of “ejusdem gen
eris,” where general words follow the enumeration of particular classes of
things, the general words should be construed as applicable only to those of
the same general nature or class as those enumerated. (Merchants National
Bank v. United States, 42 Ct. Cl., 6, 19). The rule is based on the reason
that if the legislature had intended the general words to be used in their
unrestricted sense, there would have been no mention of the particular classes.
The proximate cause of the damage to the car was not a storm or similar
casualty, such as destruction by lightning or an earthquake; the proximate
cause was the faulty driving on the part of the chauffeur over an icy road,
and the overturning of the automobile. It seems to me that the storm was
no more the proximate cause of the loss here than where a person carelessly
drops his valuable watch on the ice and damages it, or where an automobile
is carelessly driven and skids on a pavement wet from rain. None of these
seem to me to be such as to come within the meaning of the words “other
casualty” mentioned in section 214. No cases supporting a contrary view
have been brought to my attention and I have not found any.
Therefore, I must hold that the complaint does not set forth facts suf
ficient to constitute a cause of action and grant the defendant’s motion for
judgment on the pleadings.

(T. D. 3867, May 21, 1926)
Article 1211: Examination of return and determination of tax by the com
missioner
Examination of Income-tax Returns and Determination of Tax by
the Commissioner
Article 1211, Regulations 65, as amended by treasury decision 3708
[C. B. IV-1, 69], superseded.
It is considered advisable to initiate certain changes in administrative
procedure with respect to the handling of protests and to the preliminary
inspection and classification of income-tax returns.
The following procedure for the examination of income-tax returns and the
determination of tax by the commissioner is accordingly prescribed:
1. Effective immediately, treasury decision 3708 is rescinded.
2. Effective immediately, article 1211 of Regulations 65 is amended to read
as follows:
All returns will, as soon as practicable, be given a preliminary inspection in
the offices of collectors, and taxpayers will be immediately notified by the
collector of changes in tax liability due to mathematical errors found in the
course of such inspection. Immediately thereafter all returns, except returns
made on form 1040A and such other returns as the collector may be authorized
by the commissioner to audit, will be surveyed by revenue agents detailed
from the offices of supervising internal-revenue agents or internal-revenue
agents in charge and classified as (a) returns properly prepared which should not
require further audit, (b) returns which can be adjusted by office audit, and (c)
returns which require an investigation of the books and records of the tax
payer. All such returns will be forwarded to Washington, class (a) returns
for review and filing and class (b) and (c) returns for reference to the appro
priate field division for audit.
Upon the completion, under the supervision of a supervising internal-revenue
agent or internal-revenue agent in charge, of a field investigation or of an
office audit which discloses that a deficiency apparently exists, the taxpayer
will be notified of the result of the investigation or audit and furnished with
a copy of the examining officer’s report or a statement of changes proposed
by the auditor. A protest which the taxpayer may desire to submit in ref
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erence to such investigation or audit must be filed, within 30 days from the
date of such letter of notification, with the office of the field division. The
supervising internal-revenue agent or internal-revenue agent in charge will
cause the protest of the taxpayer to be carefully heard, provided that request
for a hearing is made in the protest. Any supplemental statement which the
taxpayer may desire to submit in connection with a protest involving such
investigation or audit must also be submitted to the office of the field division
concerned. Protests or supplemental statements filed with the bureau at
Washington in connection with such investigation or audit will, before con
sideration thereby, be referred to the proper supervising internal-revenue agent
or internal-revenue agent in charge.
After careful consideration has been given to the taxpayer’s protest, if
protest is filed, or, if the period of 30 days has elapsed and no protest has
been received, the supervising internal-revenue agent or internal-revenue agent
in charge will forward the statement of the office auditor or the report of
the examining agent, together with all statements from the taxpayer, and con
ference reports with his recommendation to Washington for review. The case
will then be reviewed in the income-tax unit at Washington, and if the unit
agrees with the findings of the agent, the taxpayer will be notified by letter
and afforded an opportunity for a hearing in the unit at Washington. If
upon further consideration it appears that a deficiency of tax exists, the tax
payer will be notified by registered letter in accordance with the provisions
of section 274(a) of the statute, allowing 60 days after such notice is mailed
(not counting Sunday as the sixtieth day) for the taxpayer to file a petition
with the board of tax appeals.
In case the income-tax unit at Washington is of the opinion that a differ
ent deficiency exists from that recommended by the supervising internalrevenue agent or internal-revenue agent in charge, whether or not a protest has
been filed, taxpayer will be notified by letter that a different deficiency from
that shown in the revenue agent’s report appears to exist. At the same time
that such letter is mailed to the taxpayer, a copy thereof will be furnished to
the proper supervising internal-revenue agent or internal-revenue agent in
charge. Within 30 days from the date of such letter the taxpayer may file with
the supervising internal-revenue agent or internal-revenue agent in charge
a protest against the determination of the deficiency. After consideration, the
supervising internal-revenue agent or internal-revenue agent in charge will
forward all statements by the taxpayer and any conference reports together with
his recommendations to the income-tax unit at Washington for review. The
unit at Washington will cause the protest of the taxpayer to be carefully heard,
provided that request for hearing in Washington is made in the protest filed
with the supervising internal-revenue agent or internal-revenue agent in
charge. If upon further consideration it appears that a deficiency of tax
exists, final determination thereof will be made and the taxpayer will be
notified by registered mail in accordance with the provisions of section 274(a)
of the statute, allowing 60 days after such notice is mailed (not counting
Sunday as the sixtieth day) for the taxpayer to file a petition with the board
of tax appeals.
An immediate assessment without prior notice to the taxpayer may be made
under section 279(a) if it appears in any case that the collection of a defi
ciency would be jeopardized by delay.
In special cases where by reason of the filing of a consolidated return or
for any other reason it is impracticable that the field investigation be made
under the supervision of one of the internal-revenue agents in charge, the
commissioner may direct that the field investigation be made by such revenue
agents, special agents, or auditors as he may specially designate. In such
cases, the return will be audited in the income-tax unit at Washington, after
receipt of the report of the field investigation. The taxpayer will be furnished
with a copy of the report of the field investigation and notified by letter of any
deficiency which appears to exist. Within 30 days from the date of the
notification letter the taxpayer may file in the income-tax unit at Washington
a protest against the determination of the deficiency. If no protest is filed
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within the prescribed time, final determination of the deficiency will be made
and the taxpayer will be notified thereof by registered mail, in accordance with
the provisions of section 274(a) of the statute, allowing 60 days after such
notice is mailed (not counting Sunday as the sixtieth day) for the taxpayer
to file a petition with the board of tax appeals. If a protest is filed, it will
be considered in the income-tax unit at Washington, and hearing will be
granted if requested in the protest. If it appears thereafter that a deficiency
exists, final determination of the deficiency will be made and the taxpayer will
be notified thereof by registered mail, in accordance with the provisions of
section 274(a) of the statute, allowing 60 days after such notice is mailed
(not counting Sunday as the sixtieth day) for the taxpayer to file a petition
with the board of tax appeals.
As to those returns which are authorized to be retained in the office of the
collector for audit, the taxpayer will be notified by letter upon the completion
of the audit of any deficiency which appears to exist. Within 30 days from
the date of the letter of notification the taxpayer may file with the collector
a protest against the determination of the deficiency. If no protest is filed
within the prescribed time, final determination will be made and the taxpayer
will be notified by registered mail in accordance with the provisions of section
274(a) of the statute, allowing 60 days after such notice is mailed (not count
ing Sunday as the sixtieth day) for the taxpayer to file a petition with the
board of tax appeals. If a protest is filed, it will be considered in the col
lector’s office and a hearing will be granted if requested in the protest. If the
taxpayer and the collector are unable to agree respecting the amount of the
deficiency, the return and the complete file pertaining thereto will be forwarded
by the collector to the supervising internal-revenue agent or internal-revenue
agent in charge for consideration. The taxpayer will be advised by letter of
the result of such consideration and may, within 30 days from the date of
such letter, request a hearing before the supervising internal-revenue agent or
internal-revenue agent in charge. After full consideration has been given to
the taxpayer’s contentions the complete file will be forwarded, with the agent’s
recommendations, to the income-tax unit at Washington for review in accord
ance with the procedure outlined herein for the review of reports of field in
vestigations. If, upon further consideration, it appears that a deficiency of
tax exists, final determination thereof will be made and the taxpayer will be
notified by registered mail in accordance with the provisions of section 274(a)
of the statute, allowing 60 days after such notice is mailed (not counting
Sunday as the sixtieth day) for the taxpayer to file a petition with the board
of tax appeals.
If in the course of any field investigation it appears that a wilful attempt
has been made to evade tax, the report of the investigation will be forwarded
immediately to the commissioner at Washington. No copy of the report will
be furnished to the taxpayer by the agent. After completion of the audit in
the income-tax unit at Washington the taxpayer will be notified of such
taxes and penalties as appear to be due, and will be furnished with a state
ment showing the computation of tax and penalties. At the same time that
such letter is mailed to the taxpayer, a copy thereof will be furnished to the
proper supervising internal-revenue agent or internal-revenue agent in charge.
Within 30 days from the date of such letter the taxpayer may file with the
supervising internal-revenue agent or internal-revenue agent in charge a
protest against the determination of the deficiency. The supervising internal
revenue agent or internal-revenue agent in charge shall cause full considera
tion to be given to any protest against the determination of any deficiency
of tax, but any hearing on a protest against a proposal to assert the ad valorem
fraud penalty will be under the supervision of the general counsel of the
bureau of internal revenue, whose recommendation in regard to the asser
tion of the ad valorem fraud penalty will be obtained prior to final determina
tion of the deficiency. After consideration the supervising internal-revenue
agent or internal-revenue agent in charge will forward any statements from
the taxpayer with his recommendations to the income-tax unit at Washington
for review. The unit at Washington will cause the protest of the taxpayer to
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be carefully heard, provided that request for hearing in Washington is made
in the protest filed with the supervising internal-revenue agent or internal
revenue agent in charge. Thereafter final determination of the deficiency
and of the penalty, if any, will be made and the taxpayer will be notified
by registered mail, in accordance with the provisions of section 274(a) of the
statute, allowing 60 days after such notice is mailed (not counting Sunday
as the sixtieth day) for the taxpayer to file a petition with the board of tax
appeals.
If in any case the taxpayer acquiesces in the tentative or final determina
tion of the deficiency, the form consenting to assessment which will be for
warded with the letter of notification should be executed by the taxpayer
and returned in order that assessment may be made forthwith.
A letter of protest must cover all items which the taxpayer questions and
may be accompanied by a statement of additional facts or by a brief, or both.
It must be filed in triplicate, and must contain the following information:
(a) The name and address of the taxpayer (in the case of an individual
the residence, and in the case of a corporation the principal office or place of
business); (b) in the case of a corporation the name of the state of incorpora
tion; (c) the designation by date and symbol of the letter advising of the
tentative deficiency with respect to which the protest is made; (d) the desig
nation of the year or years involved and a statement of the amount of tax in
dispute for each year; (e) an itemized schedule of the findings to which the
taxpayer takes exception; (f) a summary statement of the grounds upon
which the taxpayer relies in connection with each exception; and (g) in case
the taxpayer desires a hearing, statement to that effect.
Letters of protest and accompanying statements of fact, if any, must be
executed by the taxpayer under oath.
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AMERICAN INSTITUTE EXAMINATIONS

(Note.—The fact that these solutions appear in The Journal of Account
ancy should not lead the reader to assume that they are the official answers of
the board of examiners. They represent merely the opinion of the editors of
the Students' Department.)

Examination in Accounting Theory and Practice—Part I
May 13, 1926, 1 P. M. to 6 P. M.
The candidate must answer the first three
questions and one other question.

No. 1 (37 points):
The books of the Jones Brick Company, a corporation, are kept on the basis
of cash receipts and disbursements. At December 31, 1925, the trial balance
was as follows:
Dr.
Cr.
Cash........................................................ $27,812.15
$140,000.00
Capital stock..........................................
13,000.00
Notes payable.........................................
81,250.00
Plant and equipment........ ....................
5,000.00
Tenements..............................................
10,000.00
Surface land............................................
63,000.00
Clay lands...............................................
23,500.00
Sand bank...............................................
15,000.00
Barges................. . ..................................
22,625.00
Reserve for depreciation........................
28,653.20
Reserve for depletion.............................
21,246.90
Surplus....................................................
197,200.00
Sales of brick..........................................
22,750.00
Barge earnings........................................
650.00
Rents.......................................................
88,216.80
Labor.......................................................
1,216.30
Repairs....................................................
22,609.36
Manufacturing expense..........................
12,672.80
Barge expense........................ . ...............
10,473.08
Fuel.........................................................
Executive salaries:
10,000.00
John Jones, president.........................
5,000.00
James Jones, treasurer....................
2,360.21
Taxes............................ ........................
520.60
Income taxes, 1920, additional..............
25,000.00
Dividends................................................
$424,878.20

$424,878.20

The following sales were made and were not paid for at the dates given:
$20,400.00............................................... December 31, 1924
12,700.00............................................... December 31, 1925
The government agents examined the prior years’ returns and allowed depre
ciation on buildings, barges and equipment at a flat rate of five per cent. on the
asset value at the beginning of the year, plus two and one-half per cent. on the
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net additions for the year and determined that the depletion allowance should
be computed at the rate of six cents per cubic yard for sand and clay. On this
basis (the cubical contents of each brick being sixty-four inches) depletion
amounted to $946.50. During the year there were additions to plant and
equipment of $6,000.00. A barge, acquired in 1920 at a cost of $5,000.00, was
sunk, together with its load of 300,000 bricks which was being shipped to a
customer at an agreed price of $16.00 per thousand. Neither barge nor cargo
was insured.
According to the schedule of gross income and deductions shown on the first
page of the tax returns filed for the years 1923 and 1924, the operations of the
company resulted in losses of $4,166.77 and $5,005.28 respectively. From
schedule L of these returns it appeared that the company had received divi
dends on stock of a domestic corporation of $100.00 in 1923 and $50.00 in 1924;
also interest on liberty bonds of $60.00 and $30.00 respectively in those years.
Schedule B of the return for 1924 disclosed the fact that the stock of the domes
tic corporation had been sold at a loss of $25.00 and the liberty bonds at a
profit of like amount.
The inventory of brick on hand at December 31,1924, amounted to 4,000,000
bricks, which cost $13.10 per thousand. During the year 1925 there were
manufactured 11,500,000 bricks, of which 500,000 were lost in burning;
12,000,000, including the 300,000 lost in the sinking of the barge, were
shipped to customers.
The company paid $10,000.00 on account of notes payable during the year.
The company’s auditors have been instructed to adjust the books of account
correctly to set forth the financial condition as at December 31, 1925, and the
result of its operations for the year ended that date.
A correct balance-sheet as at December 31, 1924, was submitted with the
tax return for the year 1924.
You are requested to prepare, from the above trial-balance and succeeding
data, balance-sheet as at December 31, 1925, and federal tax return for the
year 1925, with necessary supporting schedules.

Solution:
Although the books of the Jones Brick Company are kept on the basis of
cash receipts and disbursements, certain accounts therein, namely sales and
accounts receivable, must be adjusted and effect must be given to the opening
and closing inventory of bricks on hand in order that net income for the year
may be reported in accordance with the provisions of the federal income-tax
laws and regulations.
There may be deducted in determining the net income for 1925, net losses
for 1923 and 1924. The amount of the net loss which may be deducted for
each of those years may be computed as follows:
1923
1924
Loss for year shown by tax return................................ $4,166.77 $5,005.28
Deduct:
Dividends on stock of domestic corporation.............
Interest on Liberty bonds..........................................

Net loss deductible in 1925............................................

$100.00
60.00

$50.00
30.00

$160.00

$80.00

$4,006.77 $4,925.28

The loss in 1924 of $25 from sale of stock in a domestic corporation is allow
able as a deduction in computing the net loss for that year, even though not
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attributable to the operation of a trade or business regularly carried on by the
taxpayer, because gross income not derived from such trade or business has
been included in that year as a result of the sale of Liberty bonds at a profit
of $25.
A balance-sheet as at December 31, 1924, can be constructed by use of the
data given in the problem. The cash balance at that date is arrived at as
follows:
Cash, December 31, 1925........................................
Add—Disbursements for year ended December
31, 1925:
Notes paid............................................................
Plant additions....................................................
Labor....................................................................
Repairs.................................................................
Manufacturing expense.......................................
Barge expense......................................................
Fuel......................................................................
Salaries.................................................................
Taxes....................................................................
Income taxes, 1920..............................................
Dividends.............................................................

$27,812.15

$10,000.00
6,000.00
88,216.80
1,216.30
22,609.36
12,672.80
10,473.08
15,000.00
2,360.21
520.60
25,000.00

194,069.15
$221,881.30

Deduct—Receipts for year ended December 31,
1925:
Sales of brick....................................................... $197,200.00
Barge earnings.....................................................
22,750.00
Rents....................................................................
650.00
Cash, December 31, 1924........................................
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220,600.00

$1,281.30
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21,246.90

81,250.00
5,000.00
10,000.00
63,000.00
23,500.00
15,000.00

$ 27,812.15

D r.

D r.

( 11)

$424,878.20 $424,878.20

>5,000.00
4,787.50
946.50
20,400.00
52,400.00
7,288.22
12,700.00

520.60
25,000.00

(10)
(9)

Cr.

2,360.21

10,473.08

>88,216.80
1,216.30
22,609.36

D r.
Cr.

10,000.00
5,000.00

>12,672.80

D r.

>22,750.00
650.00

Cr .

Manufacturing and
Profit and loss

>189,500.00

selling

Adjustments and closing

(6)
(5)
(4)
(1)
(3)

entries

20,400.00 (2)

22,625.00(6) >1,250.00
28,653.20
(9) 25,000.00
520.60
(10)

13,000.00

$ 140,000.00

C r.

Trial balance, per books

Sales of brick ......................
197,200.00 (1)
Barge earnings ....................
22,750.00
R ents ....................................
650.00
Labor ....................................
88,216.80'
Repairs .................................
1,216.30
Manufacturing expense ...
22,609.36
Barge expense .....................
12,672.80
Fuel ......................................
10,473.08
Executive salaries:
John Jones, president...
10,000.00
James Jones, treasurer. .
5,000.00
Taxes .........................
2,360.21
Income taxes, 1920, addi
tional ......................
520.60
Dividends .................
25,000.00

Surplus .................................

Barges..................................
Reserve for depreciation..
Reserve for depletion ........

C ash .....................................
Capital stock .......................
Notes payable .....................
Plant and equipm ent........
Tenements ...........................
Surface lan d ........................
Clay lands ...........................
S andbank ...........................

Particulars

J ones Brick Company
Working papers for the year ended December 31, 1925

81,250.00
5,000.00
10,000.00
63,000.00
23,500.00
10,000.00

$ 27,812.15

18,744.28

26,162.50
29,599.70

>140,000.00
13,000.00

Cr .

Balance-sheet

D r.
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Profit from sales of brick ............................................
Profit from operations ................................................
Provision for federal income taxes ............................
Federal income taxes payable for 1925 ...................

Cost of goods sold ........................................................

Loss from sinking of barge .............................. .

Depreciation, tenem ents ............................................

Depletion .......................................................................
Depreciation, plant and equipm ent.........................
Depreciation, barges ....................................................

....

Accounts receivable ....................................................
Inventory, brick on hand, December 31, 1924. ...
Inventory, brick on hand, December 31, 1925

Working

Cr .

D r.

selling
Cr .

Manufacturing and

(12)

$170,942.54

2,979.29
(12)

41,137.88

625.00
250.00

D r.

$46,285.68

Cr .

Profit and loss

2,979.29

35,382.21

$12,700.00

2,979.29

$41,137.88

Cr.

Balance-sheet

D r.

$170,942.54 $228,420.43 $228,420.43 $69,685.68 $69,685.68 $271,623.65 $271,623.65

2,979.29

46,285.68

(2) $12,700.00
$52,400.00
(3) 52,400.00
(8) 35,382.21
946.50
(4)
946.50
3,912.50
(5)
3,912.50
$
(5)
625.00
(5)
250.00
(7)
3,538.22
(6)
3,750.00(11) $ 7,288.22
$ 3,538.22
(7)
3,538.22
35,382.21
(8) 35,382.21

D r.

Adjustments and Closing
entries

J ones Brick Company
papers for the year ended December 31, 1925—(continued)
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1.
2.
3.
4.
5.
6.

Explanation of adjustments and closing entries
Adjustment for prior years’ sales credited to sales accounts in 1925.
To record 1925 sales not paid for at December 31, 1925.
To record inventory of brick on hand at December 31, 1924.
To record depletion for the year ended December 31, 1925.
To record depreciation for the year ended December 31, 1925.
To record loss of barge sunk during 1925, the loss being computed as follows:
Original cost of barge.........................................
$5,000.00
Less depreciation allowed:
1920—2................................................
½%
$125.00
1921—5%........................................................
250.00
1922—5%........................................................
250.00
1923—5%........................................................
250.00
1924—5%........................................................
250.00
1925—2½%....................................................
125.00 1,250.00

Loss.....................................................................

$3,750.00

7. To record loss of brick on barge sunk.
8. To record inventory of brick on hand at December 31, 1925, computed as
follows:
Number of Cost per
bricks
thousand
Amount
Labor.......................................................
$88,216.80
Repairs........ .........................................
1,216.30
Manufacturing expense..........................
22,609.36
Fuel.........................................................
10,473.08
Taxes.......................................................
2,360.21
Depletion................................................
946.50
Depreciation—plant and equipment...
3,912.50

Cost of bricks manufactured.................
Bricks lost in burning............................

11,500,000
500,000

Cost of good bricks manufactured........
Inventory, December 31, 1924..............

11,000,000 $11,794+ $129,734.75
4,000,000 13.10
52,400.00

Total.......................................................
Inventory, December 31, 1925..............

15,000,000
$182,134.75
3,000,000 11.794+
35,382.21

Cost of bricks shipped to customers........
Cost of bricks lost in sinking of barge...

12,000,000
$146,752.54
300,000 11.794+
3,538.22

Cost of bricks sold..................................

11,700,000

9.
10.
11.
12.

Dividends paid during year charged to surplus account.
Additional income taxes for 1920 charged to surplus.
Loss from sinking of barge and bricks charged to surplus,
Provision for 1925 federal income taxes.
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$129,734.75

$143,214.32

Gross income

)

or manufacturing, less returns and allowances..........................................................................
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117,761.02

$ 52,400 . 00

3..... Gross profit from trading or manufacturing (item 1 minus item 2 ) .................................................................................
4. Gross profit from operations other than trading or manufacturing.
(State source of income):
(a) Barge earnings .......................................................... $22,750.00
Less barge expenses............................................................... 12,672.80
6. R ents ..........................................................................................................................................................................................
11. Total income in items 3 to 10 .................................................................................................................................................

(d).. Total of lines (a) and (c) .............................................................................................................................................. $170,161.02
(e).. Less inventory at end of y ear ......................................................................................................................................
35,382.21
---- --------------

(a).. Inventory at beginning of year ...................................................................................................................................
(c).. Cost of manufacturing or otherwise producing goods (from schedule “ A ” ......................................................

1..... Gross sales from trading
2. Less cost of goods sold:

Item No.

10,077.20
650.00

$54,721.19

134,778.81

$ 189,500.00

Corporation income-tax return for calendar year 1925
J ones Brick Company
(Street and number)
(Post office and state)
Date of incorporation—Not given
Under the laws of what state or country—Not given
Kind of business—Brick manufacturing
Is this a consolidated return?—No

$65,448.39

The Journal of Accountancy

Deductions

)
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33... Balance of

tax (item 30 minus items
31 and

$24,917.61

40,530.78

.

$2,979.29

United States by a domestic corporation ...................................... ....................

Income tax (13% of item 27) ...............................................
$2,979.29
If the net income, etc .............................................................. ....................
Total ta x .................................................................................. $2,979.29

4,006.77
4,925.28

$15,000.00
1,216.30
2,360.21
7,288.22
4,787.50
946.50

32) ...................................................................................................... ..........................................................

$24,917.61
2,000.00
--------------27..... Balance (item 25 minus item 26) ............................................... $22,917.61
31.....Less income tax paid at source ...................................................
32.....Less income and profits taxes paid to a foreign country or to a possession of the
28.
29.
30.

. ................................................................................................................................

Computation of tax
25.....N et income (item 24 above) .......................................................
26.....Less credit of $2,000.00................................................................

.

22 ........................................................................................................................................

24.....Net income (item 11 minus item 23)

23.....Total deductions in items 12 to

)

)

Compensation of officers (from schedule “ C ” ) ....................................................................................................................
Repairs (from schedule “ D ” .................................................................................................................................................
Taxes (from schedule “ E ” ....................................................................................................................................................
Losses by fire, storm, etc. (from schedule “ F " ) .................................................................................................................
Depreciation (resulting from exhaustion, wear and tear, or obsolescence—from schedule “ I ” .............................
21. Depletion of mines, oil and gas wells, timber, etc ................................................................................................................
22. Other deductions not reported above:
(b).. Net loss, 1923 .................................................................................................................................................................
(c).. Net loss, 1924 .................................................................................................................................................................

12.
14.
16.
17.
20.
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1— Kind

John Jones .. .
James Jones . .

Amount
$88,216.80
10,473.08
22,609.36

of officer

Schedule

President
Treasurer

“ D ” — Cost of repairs

..
..

2— Official title

All (?)

All (?)

3—Time
devoted to
business

“ C ”— Compensation of officers
Not given
Not given

Shares of stock owned
4— Common 5— Preferred

Schedule “ E ’’— Taxes paid

$5,000.00
3,538.22

3— Cost

6— Depreciation
previously allowed
$1,250.00

“ F ”— Explanation of losses by fire, storm, etc.

2— Date acquired

Schedule

Barge .................................................
1920
Bricks ................................................
1925

of property

and
salvage value
None
None

7— Insurance

2— Amount
Details not given ...................................................................................................................................................... $ 2,360.21

1— Items

1— Items
2— Amount
Details not given ...................................................................................................................................................... $1,216.30

1— Name

Schedule

$117,761.02

T o tal ............................................................................................................................................................... $121,299.24
Less cost of bricks lost in sinking of barge ......................................................................................................
3,538.22

Salaries and wages ...............................................................................................................................................
Material and supplies— fuel ................................................................................................................................
Manufacturing expense .......................................................................................................................................

Items

Schedule “ A ”— Cost of manufacturing or producing goods

$7,288.22

$3,750.00
3,538.22

loss

8— Deductible

$15,000.00

$10,000.00
5,000.00

compensation

6— Amount of
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1— Kind

of property
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$182,750.00
55,762.20

Total assets ....................................................................................................

$214,553.10

130,471.80

$181,750.00
51,278.20

Less reservesfor depreciation and depletion .........................................

$212,882.16

126,987.80

10,000.00

12,700.00
35,382.21

$27,812.15

End of taxable year
Amount
Total

$4,787.50
$22,625.00

$5,000.00
81,250.00
10,000.00
63,000.00
23,500.00

10,000.00

$1,281.30

Beginning of taxable year
Amount
Total

750.00
125.00

1,125.00

Amount of depreciation
charged off
7— Previous
8— This
years
year
$3,762.50
150.00
$21,500.00
250.00

20,400.00
52,400.00

15,000.00
5,000.00

20 years
20 years

New (?)
New (?)

“ K ” — Balance-sheets

$75,250.00
6,000.00
5,000.00

20 years
20 years
20 years

acquirement

5— Cost

New (?)
New (?)
New (?)

acquired

life after

4—Probable

Less reserve for bad debts ...........................................................................................
4. Inventories—finished goods ...................................................................................................
8. Capital assets:
Land ...................................................................................................
Buildings ....................................................................................................
$5,000.00
Machinery and equipment.......................................................................
75,250.00
Barges .........................................................................................................
15,000.00
Clay lands ..................................................................................................
63,000.00
Sand bank ..................................................................................................
23,500.00

3.. Accounts receivable:

1... C ash ................................................................................................................

Assets

Items

Schedule

Beginning of year ................................................................... Not given
Additions during y ear ............................................................ 1925
Tenements ................................................................................... Not given
Barges:
Beginning of year ................................................................... Not given
Barge sunk during year ........................................................ 1920

Plant and equipment:

3— Age when

“ I ”— Explanation of deduction for depreciation

2—Date acquired

Schedule
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...

Total of line 13 ..........................................................................

(b) Income and profits taxes paid to the United States

13. Unallowable deductions:

" L ”— Reconciliation of net income and analysis of changes in surplus

$3,499.89

---------------

$3,499.89

$212,882.16

$13,000.00
2,979.29
140,000.00
56,902.87

End of taxable year
Total

Amount

16 ............................................................. $25,000.00

N ote.— In addition to the above schedules there would be submitted with the return the necessary inventory certificates and statement showing the compu
tation of depletion.

10.. Total of lines 7 to 9, inclusive ........................................................... $81,902.87
11...Total from line 17 ..............................................................................
25,000.00
12...Surplus and undivided profits as shown by balance-sheet a t close
of taxable year (line 10 minus line 11) ................................ $56,902.87
17. Total of lines 15 and

5...Total of lines 1 to 4 inclusive ........................................................... $33,849.66
6... Total from line 14 ...............................................................................
3,499.89
----------------------------- 15. Dividends paid during the taxable year:
7. Net profit for year as shown by books before any adjustments are
(a) date paid (not given) Character— c a s h ....................... $25,000.00
made therein (line 5 minus line 6 ) ............................................... $30,349.77
--------------8...Surplus and undivided profits as shown by balance-sheet at
close of preceding taxable year .............................................. 51,553.10

1...N et income from item 24, page 1 of

the return ............................. $24,917.61
4. Charges against reserves for contingencies, etc. :
(a)...Net loss— 1923 .........................................................................
4,006.77
(b).. Net loss— 1924 .........................................................................
4,925.28

Schedule

$214,553.10

20.. Total liabilities ..............................................................................................

$23,000.00
140,000.00
51,553.10

Liabilities

Total

13... Notes payable ................................................................................................
16...Other liabilities—federal income taxes payable for 1925 .........................
17... Capital stock — common stock (less in treasury) ......................................
18...Surplus ............................................................................................................

Amount

Beginning of taxable year

Schedule “ K ”— Balance-Sheets— (Continued)
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Comments
It is assumed that no adjustment had been made on the books for the loss
resulting from sinking of the barge with its load of brick.
The taxes of $2,360.21 may be partly applicable to barges, tenements, and
general expenses.
Fuel may be partly applicable to barge operations but it was assumed that
fuel for barges was included in barge expenses.
If the tenements are for employees, an alternative treatment would be to
charge depreciation thereon to manufacturing costs and credit such costs with
the rents received.
No mention is made in the problem of interest paid although the existence
of notes payable throughout the year would indicate there was interest or
discount properly deductible as an expense. It may have been charged to
manufacturing expense in error.
The allowance of depreciation “On the asset value at the beginning of the
year” might be interpreted as meaning a diminishing balance method of
computation but that would be so unusual that it is assumed to mean the
balance of the asset account at the beginning of the year.
The bricks lost were valued at 1925 production cost in the absence of infor
mation as to whether they were from 1925 or prior years’ production.

No. 2 (22 points):
The plant & equipment and reserve for depreciation accounts, as presented
below, represent the transactions for the year 1925, as recorded by the book
keeper, employed by the A company, January 1st of that year.
Plant and Equipment
1925
$500,000 Jan. 31 Screw-cutting
lathe............
$150
17 Planer..............
2,000 Apr. 17 Steam engine...
300
21 Bolt machine...
1,250 Sept. 30 Steel and lum
ber .
400
16 Crane...............
3,000 Dec. 31 Balance...........
524,650
3 Electrical equip
ment
for
crane............
1,200
27 Roof of machine
shop.............
3,500
3 Lathe belting..
750
20 Wm.
Smith,
contractor. ..
10,000
31 Machine shop..
3,800

1925
Jan.
1 Balance............
Mar.
Apr.
May

June
Aug.

Dec.

$525,500
Reserve

1925
Dec. 31

Depreciation—Plant and Equipment
1925
Balance............ $175,000 Jan. 1 Balance..............
Dec. 31 Depreciation at
10% per annum

$525,500

for

$175,000
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Following is a description of the transactions, and you are required to make
any entries you deem necessary to correct the accounts, giving reasons therefor,
and setting up corrected accounts.
The balances at the beginning are assumed to be correct.
Planer, $2,000, is a standard machine purchased new.
Bolt machine was made in company’s own shop. The $1,250 represents cost
of castings, $500, and direct labor, $750. The machine-shop payroll was
$20,000 ($15,000 direct and $5,000 indirect) during the year; castings and
parts purchased were $17,000; general supplies were $4,000; rent was $2,500;
light, heat and power were $3,500.
Crane and equipment, $4,200, are standard machinery, purchased new.
Roof of machine shop was destroyed by weight of snow during the winter.
The new roof will be valueless when the building is obsolete.
Belting for all equipment amounting to $25,000 was charged to plant and
equipment upon opening the plant and has not been depreciated.
William Smith is engaged in erecting an addition to the plant buildings.
$10,000 is a first payment on uncompleted work.
Machine shop, $3,800, represents cost of making tools, setting machines and
installing new machinery as follows:
Tool making............................................................. $1,000
Setting machines for special work..........................
1,800
Installing planer......................................................
300
Installing bolt machine...........................................
200
Installing crane........................................................
500

$3,800

Screw-cutting lathe—cost, 1918, $2,000
Steam engine—cost, 1915, $15,000
Steel and lumber, $400, represents salvage from machine-shop roof.
Prior to December 31, 1924, a separate account was kept for land and
buildings.
Ten per cent. per annum depreciation has been written off on plant and
equipment.
Solution:
The following comments are indexed by numbers to refer to the adjustment
entries appearing in the working papers which follow the comments.

Note (1): The bookkeeper has followed the conservative procedure of not
applying any overhead to the cost of the bolt machine manu
factured. However, the wording of the problem suggests that
the company’s machine shop was not used in making goods for
sale, but only in repairing or manufacturing equipment for the
company’s use. That being the case, a proper proportion of the
machine shop overhead should be charged to the fixed assets
manufactured. This proportion is determined as follows:
Machine shop:
Direct labor..........................................
$15,000.00
Overhead:
Indirect labor....................................
$5,000.00
General supplies...............................
4,000.00
Rent..................................................
2,500.00
Light, heat and power.....................
3,500.00
------------ 15,000.00
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Since the overhead is 100% of the direct labor, the bolt machine
may be charged with 100% of the cost of the direct labor required
for its production, or $750.

Plant and equipment...............................
Profit and loss......................................

$750.00
$750.00

To charge the property account and relieve operations in respect
of overhead applicable to bolt machine made in machine shop.

Note (2): The new roof is not a capital item because it merely replaces a roof
which was destroyed by storm. The property account has al
ready been charged with the cost of one roof, and it can not
properly be charged with the cost of another. If the replacement
of the roof had been an extraordinary repair extending the life of
the property beyond the original estimate, it could have been
charged against the reserve, but this does not appear to be the
case.
Since the cost of the new roof is not to be capitalized, the total
original cost of the old roof should be left in the property account.
Hence, the account should not have been credited with the
salvage.
Surplus......................................................
Plant and equipment...............................
Plant and equipment...........................

$3,100.00
400.00
$3,500.00

To reverse the charge to the property account for the cost of the
new roof and the credit to the property account for the salvage re
covered on the old roof; and to charge surplus with the net cost of
the replacement.

Note (3): Since the lathe belting has not been depreciated, replacements must
be charged as expense. It is assumed that the belting purchased
was merely a replacement and did not constitute additional
equipment.

Profit and loss..........................................
Plant and equipment...........................

$750.00

$750.00

To charge operations with lathe belting replaced during the year
and improperly capitalized.
The charge to profit and loss is made on the assumption that the
expenditure is a normal one for annual replacements. Otherwise
the charge should be made to surplus.
A proper basis for the depreciation of the belting should be
adopted, so that replacements can be charged against the reserve,
and so that the replacement expense will be equalized by years. In
this relation it is noted that there is a conflict of statement in the
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problem. One statement is to the effect that the plant and equip
ment has been depreciated ten per cent. annually, and another is to
the effect that the belting, although charged to the plant and equip
ment account, has not been depreciated.

Note (4): The construction work being done by William Smith has been com
pleted and the payments to Smith do not necessarily reflect the cost
to date. That is, there may be a further liability to Smith for work
done but paid for only to the extent required on the basis of archi
tect's certifications. Hence it would probably be desirable to set up
a construction in progress account to accumulate the costs until the
work has been completed, at which time the total cost may be car
ried to the property account and subjected to depreciation charges.
Construction in progress.......................... $10,000.00
Plant and equipment...........................
$10,000.00
To eliminate the uncompleted construction from the property
account.

Note (5): The property account is credited with the tool-making cost, $1,000,
on the theory that the tools are merely replacements, and that the
cost of the tools replaced was originally charged to the property
account. Whether the charge should be made to operations or to
the reserve for depreciation depends on whether the depreciation
provision is sufficient to absorb the cost of repeated replacement
of tools and the eventual loss from the retirement of the more
permanent plant equipment.
The $1,800 cost of setting machines for special work should have
been charged to the cost of the job instead of to the property
account.

Profit and loss..........................................
$2,800.00
Plant and equipment...........................
$2,800.00
To relieve the property account and charge operations with the
following items:
Cost of replacing tools................ $,1,000.00
Cost of setting machines
for special work.....................
1,800.00
Total........................................ $2,800.00

Note (6): The screw-cutting machine was installed in 1918; the exact date of
installation is unknown, and it is assumed that one-half year’s
depreciation was provided in 1918. To be consistent, therefore,
the date of disposal in 1925 is ignored and depreciation is allowed
for one half year in 1925. This means a total depreciation of 70%
or $1,400, for two half years, 1918 and 1925, and six full years,
1919, 1920, 1921, 1922, 1923,. and 1924. The property account
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has apparently been credited with the amount realized from dis
posal, making the facts as follows:
Cost...........................................................
Less residual value...................................

$2,000.00
150.00

Loss..........................................................
Depreciation provided.............................

$1,850.00
1,400.00

Loss to surplus.........................................

$450.00

Surplus.....................................................
Reserve for depreciation..........................
Plant and equipment...........................

$450.00
1,400.00

$1,850.00

To charge the reserve with accumulated depreciation of the
screw-cutting lathe; to credit the property account with the excess
of cost over scrap value already credited; and to charge surplus with
the loss not provided for in the reserve.
Note (7): On the same assumption as to a half year’s depreciation during the
year of installation, and also during the year of disposal, the en
gine was fully depreciated and entries should have been made
crediting the property account and charging the reserve with the
$15,000 cost.
The $300 recovery should have been credited to surplus. Under
this assumption the adjusting entries would be:
Reserve for depreciation.......................... $15,000.00
Plant and equipment...........................
$15,000.00
To write off fully depreciated asset against the reserve.
Plant and equipment...............................
300.00
Surplus..................................................
300.00
To credit surplus with residual value recovered on disposal of
steam engine, credited to property account in error.
There is some uncertainty as to why the problem states that prior to
December 31, 1924, a separate account was kept with land and
buildings. If the meaning is that the bookkeeper has transferred
the balance of the land and buildings account into the plant and
equipment account, questions of depreciation rates on different
classes of property would have to be considered. But different
rates could not be applied because it is impossible to analyze the
account to show the cost of different classes of property.
It is thought, therefore, that the statement quoted is intended to
convey the idea that prior to December 31,1924, no entries affect
ing land and buildings had been made in the plant and equipment
account and that this account still stands on the books. The
point would then be that the entries for the new roof and for the
salvage on the old roof and for the uncompleted construction of
new buildings should not have been made in the plant and equip
ment account. These items have already been taken out of this
account, however, for other reasons.
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Note (8): The proper depreciation provision for the year and the correction
of the bookkeeper’s entry therefor, are as follows:
Entry per books.......................................
$50,000.00
Proper provision:
Balance, January 1, 1925.................... $500,000.00
Less assets disposed of during the year
17,000.00

Remainder............................................ $483,000.00
Depreciation at 10%............................
Depreciation for ½ year on $17,000
retired during the year.....................
Depreciation for ½ year on $9,200
charges during the year...................

$48,300.00

850.00
460.00

Total.............................................

49,610.00

Adjustment..............................................

$390.00

Reserve for depreciation..........................
390.00
Profit and loss......................................
To adjust the depreciation provision for the year.

$390.00
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1

Reserve for depreciation

$175,000.00 $175,000.00

1,400.00 (6)
15,000.00 (7)
390.00 (8)

$175,000.00 $175,000.00

$1,400.00
15,000.00
390.00
158,210.00

$125,000.00
50,000.00

15,000.00

$509,200.00 $509,200.00

2,800.00(5)1,000.00
$2,000.00

$525,500.00 $525,500.00

300.00(7)
400.00(2)

1,850.00(6)
15,000.00(7)

$3,500.00(2)
750.00(3)
10,000.00(4)

$500,000.00
2,000.00
2,000.00
3,000.00
1,200.00

Adjusted accounts
D r.
Cr.

492,200.00

Balance ................................................................................................
$125,000.00
Dec. 31 Depreciation at 10% per annum .....................................................
50,000.00
Depreciation on screw-cutting lath e ...............................................
Depreciation on steam engine ..........................................................
Adjustment of depreciation for the year 1925 ..............................
Balance ................................................................................................ $175,000.00

Jan.

Sept. 30

31
Apr. 17

Jan.

Aug. 20
Dec. 31

June 3

$750.00(1)

Adjustments
D r.
Cr .

$150.00
300.00
400.00
524,650.00

$500,000.00
2,000.00
1,250.00
3,000.00
1,200.00
Roof of machine shop ........................................................................
3,500.00
Lathe belting .......................................................................................
750.00
William Smith, contractor ................................................................
10,000.00
Machine shop ......................................................................................
3,800.00
Screw-cutting lath e ............................................................................
Steam engine .......................................................................................
Steel and lum ber ................................................................................
Balance ................................................................................................

Plant and equipment

1 Balance .................................................................................................

Planer ...................................................................................................
Mar.
Bolt m achine ......................................................................................
Apr. 16 C rane ....................................................................................................
May 3 Electrical equipment for crane .........................................................

17
21

1925

Jan.

Per books
Dr .
Cr .

Working papers assembling adjustments

Students' Department

Profit and loss (overhead now capitalized) ......................................................
Surplus (cost of new roof, $3,500, less salvage, $400)....................................
Profit and loss (lathe belting) ............................................................................
Construction in progress .....................................................................................
Profit and loss (tool making and setting machines for special w ork) ..........
Surplus (loss on screw-cutting lath e) ................................................................
Surplus (gain on steam engine)..........................................................................
Profit and loss (adjustment of depreciation for 1925) ...................................

Other accounts

D r.

Per books
Cr.

70
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$35,340.00

300.00 (7)
390.00 (8)

$750.00 (1)

Adjustments
D r.
Cr.
$3,100.00 (2)
750.00 (3)
10,000.00 (4)
2,800.00 (5)
450.00 (6)

Working papers assembling adjustments— (Concluded)

D r.

Cr.

Adjusted Accounts
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Book Reviews
ACCOUNTING SYSTEMS—PRINCIPLES AND PROBLEMS OF IN
STALLATION, by George E. Bennett. A. W. Shaw Co., New York.
545 pp.

This is the only volume the reviewer remembers that covers a subject which
many have had to learn by practice and observation. After passing through
the necessity of finding answers to the kind of question here dealt with, it is
interesting to see the procedures now set down as instructions for students;
and one wonders whether the unpractised student will appreciate the value of
the advice given half as much as the practised system accountant.
The book shows that it has been worked out from practice; there are familiar
evidences of the many little problems of columns, forms, account classifications,
organization, etc., that have to be puzzled over. The discussion ranges com
prehensively over the numerous questions that have to be thought out in
laying out and installing systems of accounts.
However, it is not a book of systems. It is a book of general principles.
It wisely points away from set forms and presents its forms only as illustrations
of methods and not as designs to be used. As matters of general principles,
proper emphasis is placed upon the necessity of adapting the system to the
situation, of considering personnel as well as system, of testing the system by
proof of its worth, of the desirability of assimilating standardization where
useful, and similar practical considerations. The description of the systema
tizer’s plan of campaign is eminently proper: first, start with inquiry, from
which the nature of the business and the elements of the situation are found;
then lay out the account classification which finds the place for recording each
element of the business; then design the books and forms, providing the steps
by which each element will fall into its place; and then draw the report and
instructions which govern the operators of the system.
One admonition, among others, is fundamental, and that is the rule: A
system will not run itself—see that it is understood and will be carried out—
or hands off!
The author was well advised to suggest plant trips and other steps for
keeping in touch with the physical aspects of the business. The accountant
who can best visualize the physical movements of a business can lay out the
most successful system.
The book falls into two broad divisions: that of general principles, eleven
chapters; and that of special business illustrations, ten chapters. The first
half of the first part, containing about 244 pages, is devoted to general theory,
describing how the functions of books of original entry are determined, to
classify and summarize the business transactions and carry them into the
ledgers, and how these books and forms are made and put into use. The rest
of the general principles, chapters 9 to 11, deal with organization, plant layout,
process sequence, departmentalization, and especially accounts. These are
the chapters which the reviewer believes should come first, because they are
the framework on which all the details depend. There may be some reason
why in giving accounting instruction the mechanisms by which transactions
are assembled into accounts are taught first; but the essential thing to remem
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ber about all accounting is that accounts are not classified as they are simply
to provide exercise for bookkeepers but because the accounts are receptacles
for different classes of transactions composing separate elements of the business
that should be known. Therefore, find out what the elements of the business
are before you make the system: first, the bird’s-eye view; then the detailed
plan to fill it.
The space devoted to separate industries is noticeably uneven—seventy
pages (two chapters) on retail merchandising and only seven pages on the
manufacture of men’s and boys’ clothing. Following are eighty pages on
cooperative milk manufacturing, and the other specialty chapters range from
thirteen to thirty pages. But there is no harm in this unevenness because, as
was said before, this book is a book of general principles, and the illustrations
are not to be considered as comprising a manual of systems in themselves, but
rather as a stimulant to inquiry as to how to go about systematizing a business.
And in this field it fills well a long-felt want.
F. J. Clowes.
PROFITS, by William Trufant Foster and Waddill Catchings. The
Pollak Foundation for Economic Research. Houghton Mifflin Co.,
Boston. Cloth, 418 pp.
The authors of Profits have marshalled an imposing array of statistics to
prove that most of our economic ills arise from the fact that in periods of
prosperity we do not distribute all the profits to consumers whereby they may
eat up all the increased produce, and that in periods of depression, similarly,
we do not distribute enough profits to enable consumers to eat up the accu
mulated surplus. In short, we save.
Considering the general excellence of the sources of information it may
appear a little captious to refer to page 29 where some certain billions are
spoken of as “the money income of the people of the United States.” I
believe no attempt has been made to compile figures showing the income of
the people of the United States as a whole. Those that have been compiled
are totals of individual incomes, counting the same income twice or thrice in
cases where income to one is paid out to another who in turn receives it as
income. A consolidated statement of income is not available.
The book is hard reading, but it is evidently the product of hard thinking.
Perhaps the weakest link in the chain of argument is the assumption that the
failure to distribute profits in dividends is equivalent to the withholding of a
similar amount from consumers. Corporations withholding profits do gener
ally invest them in additional properties and do pay the cost of such properties
to consumers. If an oil company pays money to laborers to drill a new well
is it not made available to consumers just as much as if it were paid out in
dividends? Some cash may be accumulated, but not a relatively large amount;
and debts to banks and to other creditors are likely to be paid off.
There is throughout the book an evident struggle to find some way to better
the condition of our population; the exposition of causes of economic trouble
is able and sincere. A study of the book is recommended to all who are
interested in national and individual prosperity—and who is not so interested?
Little, indeed, of available information has escaped the authors, and all is
fairly stated.
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The authors have not proposed any definite remedy for the ills they see; it is
with sorrow that one notes that these able and sincere writers foreshadow no
cure except through further interference and meddling by the cruel and clumsy
fingers of government. Perhaps there is no other remedy; if so, many of us
would rather be left alone to enjoy our present misery. Better keep King Log.
After all, a dead level of mild prosperity, nursed and tended by a benevolent
government, does not attract.
F. W. Thornton.

EVERYDAY ECONOMICS, by Frederick Roberts. Gee & Co., London.
Cloth, 132 pp.
NATIONAL FINANCE, by J. B. Morton. Gee & Co., London. Cloth,
128 pp.
These books are elementary texts in economics and finance written primarily
for students preparing for examination for entrance to such professional asso
ciations as the Chartered Institute of Secretaries, Chartered Accountants, et
al., and as their subtitles imply, also with the hope of diffusing some knowledge
of the elementary facts and principles of economics and finance among readers
generally. Mr. Roberts, for example, addresses himself to “students, social
workers and general readers”, and Mr. Morton more pointedly to “students in
economics, politicians, and the general taxpayer”. “Politician” in England
is apparently a more honorable title than in this country; he is at any rate
considered amenable to reason.
Both books are symptomatic revelations of the state of mind of thoughtful
men today in England. They realize that the aftermath of the great war has
furnished a fertile field for the disciples of Karl Marx, from the most violent
Bolshevist red to the palest of pink Shavists, and that the only way to meet
them is by a counter-attack of education in the immutable laws of economics.
Hence these books and others of their type.
They may seem extremely elementary to those who have studied economics
and finance at all. They are. One of the discoveries of the war was the
astounding youthful mentality of the average man in England as well as in this
country. Another was that this very immaturity was keenly susceptible to
belief in whatever was dictated to it with any show of authority. Strange and
mortifying to say that the communistic and socialistic leaders were the first
to see that so far from being knowledge to be grasped only by the comparatively
mature mind of collegiate years, the fundamental elements of pseudo-economics
were readily understood and assimilated by immature minds, the younger the
better. It is high time educators took a leaf from the communistic book.
W. H. Lawton.

THE ACCOUNTANT’S AND SECRETARY’S YEAR-BOOK, 1926. E. & S.
Livingstone, Edinburgh. Cloth, 395 pp.
A bird’s-eye view of the accountancy profession in Great Britain during the
past year is provided by the Accountant’s and Secretary's Year-book. There
seems to be nothing in America quite comparable to this publication, which is a
privately published, impersonal volume, containing surveys of activities and
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tendencies affecting the profession, as well as statistics of various accounting
organizations. Among the subjects discussed under the caption “A review of
the year” are: the accountant as financier; actuarial science; banking and for
eign exchange; costing practice; economic progress in 1925; important legal
decisions. The book includes also descriptions of accounting examinations,
university courses in accounting, lists of related books and periodicals, descrip
tion of latest efficiency machines and office appliances, etc.
This book should interest American accountants who desire a knowledge of
accountancy in Great Britain. Indirectly, at least, it is informative for pur
poses of comparing the profession in the two countries.
John L. Carey.
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The Prestige of
Vannais Training in Accounting
Is carried on by its many satisfied and successful graduates. Their en
thusiastic recommendations are most gratifying and helpful.
Vannais representatives, too, are the type of men who earn and keep the
respect of those with whom they come in contact.
And backed up by the prestige of the Vannais course in accountancy, these
representatives increasingly benefit from the good will they help to create.
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to the personal attention of Mr. Leon E. Vannais.
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